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PREFACE

The task whicli is attempted in this book is a restate-

ment of the theory of wages in a form which shall be

’'oasonably abreast of mo^eS^b economic knowledge. It

s thus an midertakmgh;^hich to need, little

ipology. Periodical rec(^id^»ons of each of the

nain departments of econdii® raeoiy are an important
-._i. .j: J.1

. economists; since, for one thing, one

leld IS otten illuminated by advances which have been

nade in others, and for another, the events of con-

temporary liistory make it necessary to examine

Dossibilities, of which earlier tvriters may have been

iware, but which they naturally regarded as not

worthy of special attention. Such a reconsideration of

wage theory seems long overdue. Por the most recent

comprehensive statements of a positive theory of wages

in English—of anything more than an elementary

character—arc now thirty ox forty years old. We have

to go back for them to Marshall’s Principles and Clark’s

Disinbuiion of Wealth. Since that time important work

on the subject has indeed been done, but it is nearly

ail special studies; even Professor Pigou’s treatment of

Labour, in the Economics of Welfare, ought probably

so to be reckoned for our purposes. Of these works

much use hasheen made in the following pages : to them
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this hook owes a great debt; but they have not re-

moved the need for some undertaking like the present,

j

The _Mst£irical fact which dominates the wage-

I
history of the present century—^both in Britain and in

other countries—^is the growth of Trade Union power

|and the development of State Eegulation of Wages._

This fact, which is due to a complex of causes, and

which could not have been wholly foreseen by econo-

mists thirty years ago, alters very considerably the

range of problems with which we have to deal. It

might even appear at first sight as if it ought to change

the whole structure of our theory—^that we ought to

treat the regulation of wages as the normal case, and

take its consideration first. But this course^ does not

prove satisfactory. JChe same forces which determine

w^es in a free market are still present under regula-

tion; they only work ra~ther__differently. It is therefore

best for us to begin in the traditional manner with the

determination of wages under competition; though at

a later stage we must examine regulation in more detail

than the traditional theories do.

By proceeding in this way, we secure the great

advantage of being able to build directly upon familiar

doctrines; and we naturally start with a consideration

of that principle which was regarded by the-economists

of Marshall’s generation as the basis of their theory of

wages—^the principle of Marginal Productivity. The

validity and the importance of this principle we shall

see no reason to q^uestion; but its very importance has

one awkward consequence. For we shall get into end-

less difficulties if we allow any obscurity about so
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essential a principle to persist
;
and it is •unfortunately

the case that its original propounders did leave it—or

at least its application—^in some obscurity. We are

therefore faced at the start with the hard task of trying

to make clear something which Marshall and J. B,

Clark did not make altogether clear; and we cannot

hope to do this if we shirk difficulties. The reader must

therefore be asked to follow Chapter I. with attention

and some patience
;
but he may be assured that rela-

tively smooth waters lie beyond.

One very important aspect of the theory of wages it

has imfortimately been necessary to leave undiscussed

i\—the relation of wages to general industrial fluctua-

Imons or trade cycles. In this branch of economics

recent years have certainly seen striking advances; it

does seem probable that in a few years’ time we shall

possess the main lines of an established theory of

fluctuations
;
but that time is not yet. Thus to discuss

trade fluctuations from any angle is hazardous, since

nothing useful can be said unless one is prepared to

take sides on the critical issues. And most of these lie

altogether outside the theory of wages, although they

have a direct bearing upon it.

Thus I must confine myself here to stating a

personal opinion. It is my own belief that some parts

of this book—^particularly the last chapters—have

considerable relevance to the theory of fluctuations,

although they are not stated with that particular

reference. But I shall make no attempt to defend

this view at present.

,

I have to acknowledge a great debt of gratitude for
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the help I have received in the preparation of this

book. I work in an atmosphere which is very con-

ducive to the making of such studies as the present,

and I know what I owe to it. Professor Lionel Robbins,

Professor Arnold Plant, and Dr. F. C. Benham, of the

London School of Economics, and also Professor W. H.

Hutt of the University of Cape Town, have all read

the whole, or large parts, of my manuscript, and made

most valuable suggestions—which T fear I have not

always accepted, I have also to acknowledge the

valuable criticisms which, at more than one stage in

the development of my ideas, I have received from

Mr. D. H. Robertson; and the generous assistance of

Professor /F. A. Hayek, in connection with those

difficult points where the present enquiry begins to

abut on the theory of Capital.
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doubtful if this conception can be given any precise

meaning which is capable of useful application.

Jt seems much be.st to jestrict the term “marginal

I

product” to the sense in which we have used it in de-

fining the conditions of full equilibrium. If we accept

this view, thea(it is not true to say that a man’s wage

must always (or even normally) equal his marginal

'product. The changes in employment which go on

every day in the most settled industries are themselves

due to variations in the marginal productivity of the

labour in question, and are set up by divergences be-

tween the marginal product and the wage-level) If

wages are below the marginal product of labour,

1

entrepreneurs have an incentive to expand production,

and expand it in a way which juses more labour rela-

tively to other factors than the methods which they

have been using. If wages are above the marginal pro-

iductivity of labour, entrepreneurs have an incentive

to contract employment; they will contract their out-

put, and contract in such a way as to use less labour

proportionally to other factors than they have

previously been doing. This may not he feasible at

once; it may have to wait until machinery comes to be

replaced; however, an incentive to the dismissal of

I

labour exists, and the employment of a certain number
w of labourers is so far precarious.

(^The normal condition of tn^labour market is one in

which hheinj's.A .l&nden£yJa.an expfijasmjiL^^
trarfiom..Qf .fh£-deinmrd.for labour: this tendency is the

way in which the forces described in the marginal pro

Will be much less tlian the true marginal product (form supposed variable);
while the subtraction of a single man when the forms of capital have been
adjusted to the previous supply of labour will give a difierenoe in total
produobion much greater than the toarginal products
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ftdu(ductivity theory exercise tlioir pressure upon the level

<1 v^agesd
^

^ Por a critical discussion of some current theories bearing on the subject^

matter of this chapter, see my article^ “Marginal Productivity and the Prin-

ciple of Variation” {Bconomica, Pebniary, 1932), Soo also Valk, “The
principles of Wages”; Robertson, “Wage Grumbles” (m “Economic
Fragments”); Schultz, “Marginal Productivity and the Pricing Process”

(JQurnal of Pohiica^- Economy^ October, 1929); Schultz, “Marginal Produc-

tivity and the Lausanne School” (Ecowmica^ August, 1932), and my reply

to Professor Schultz in the same number of Mconom\ca.



CHAPTER II

CONTINUITY AND INDIVIDUAL DII’FERENOE

When the marginal productivity theory is stated in

the form which has been adopted in the preceding

chapter, it seems to be free from most of the objections

which have been brought against it by its critics.

^Taken as a ^condition of full equilibrium in the labour

/ market, it,is immune from the criticism so often made

/ against it—that the existence of fixed plant makes^the

free variation of the proportions, in which factors of

production are employed impossible. Once we realise

that fixed plant has to be replaced, and that if the

relative prices of the factors have changed, it is likely

to be replaced in a different form, this objection col-

lapses ; leaving behind it, however, the important con-

clusion that the full efiects of a change in wages on the

demand for labour must not be expected to reveal

themselves at once.')

Nor can we take very much more seriously the pos-

sible objection that a small change in the relative

prices of the factors will not be enough to lead to a

change in methods. Naturally the most spectacular

changes in method proceed from relatively large

changes in the prices of the factors
;
small changes are

little noticed except by those whom they immediately

concern.) After all, the making of small changes in

method—well within the present meaning of the term
—is one of the chief functions of the entrepreneur

;
and

businesses do not only require management during
Industrial Revolutions.

23
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I

("There is, however, still one further criticism)—in

itself of still less importanc^-^hioh is not so directly

met hy the formulation we have offered. It is indeed

no ohjection against the marginal productivity theory

in general
;
at the most all it claims is that the deter-

\minabion of wages hy marginal productivity is some-

whatrotTgh, so •fliat there is in factaTcertain ^'faiigTof

indetertmnateiress”, ^thih' which wages can change

without there being any reaction in the demand for

labour. No one would seriously suggest that the range

is a very wide one, so that the practical significance

of this contention, even if it is accepted, is small} But

since one of the principal objects of this book is to

attempt a precise definition of the possibilities and

probable consequences of interference with the com-

petitive course of wages, we must not allow any open-

ing for completely harmless interference, even a small

one, to appear available, if it does not really exist.

CAs the number of men employed by a firm increases

their marginal product diminishes. The marginal pro-

duct of 1 6 men (the difference between the total product

of 16 men and the total product of 14) exceeds the

marginal product of 16 (the difference between the

products of 16 and of 16). These two quantities give

the limits between which the wages of a single man
must lie, in order that 16 men, no more and no less,

should be the most profitable number to employ. The

wage cannot rise above the first figure, since otherwise

it would not be profitable to employ as many as 15;

it cannot fall below the second, since otherwise it

would be profitable to employ more. These two mar-

ginal products—^the internal and the external, we
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may call them—set limits to the wage which is con-

sistent with equilibrium. Now it seems possible that

the internal and external marginal products may differ

by an amount which is not negligible; and if that is

so, we are only possessed of upper and lower limits

within which the wage must lie—limits which may not

be close enough for us to be able to use the marginal

productivity law as an exact determinant of the equi-

librium level of wages. )

(.The smaller the uni’Cs in which a factor of produc-

tion can be measured, the nearer together its internal

and external marginal products are likely to b§l If we

were to plot the marginal products of varying quanti-

ties on a diagram, then the successive ordinates, in the

case of a factor which can only be measured in large

rmits, would differ quite appreciably, and we should

get the familiar “stepped” figure
;
but the smaller the

units can be made, the nearer we should approach a

continuous curve, until ultimately the difference be-

tween successive ordinates became altogether neg-

ligible.

Thus in the case of capital, the problem of con-

tinuity presents no difficulty. Free capital, at any
rate, is almost indefinitely divisible. And, as we have
seen, it is free capital, not capital which has been
locked up in fixed plant, which matters when we are

exwining the conditions of equilibrium.

^«(yVjabour, however, is not indefinitely divisible. In a

very large number of cases it is practically impossible

to engage anything less than a whole man
;
even if we

mean by a fraction of a man, a man for less than the

whole of the time which is conventionally devoted to

wage-earning employment. For, so long as we are

concerned with conditions of equilibrium, we cannot
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suppose that lie remains unemployed for ilie rest of

Ills time. He will want to find another employer for

that; and although it is of course a familiar fact

that many men (gardeners and window-cleaners, for

example) do divide their time between a number of em-

ployers, this is not a practical proposition over the

greater part of industry
;
probably for the very good

reason that such division is incompatible with any

high degree of efficiency in organisation.)

The indeterminateness which could conceivably

f arise from this cause has perhaps received more atten-

I tion from Edgeworth than from any other economist.

He showed (and it is certainly a very beautiful piece

of abstract analysis) that the fact that two employers

cannot easily “share” one workman, while two work-

men can very easily share one employer, “constitutes

a positive advantage to the workpeople in their deal-

ings with entrepreneurs.”-’ Yet all this means is that,

f-so far as there is a range of indeterminateness, wages

are more likely to lie at the higher than at the lower

end of the rang^ It is only if there is an appreciable

range that Edgeworth’s proposition becomes of any

practical importance.®

(The possibility of there being an appreciable range

depehds'tb' some extent on the elasticity of the demand
for labour. And that largely depends on the degree to

which substitution (or variation of method) is possible.

The more easily it is possible to substitute other factors

for labour, the greater the elasticity of demand for

^ Edgeworth, “The DetermmRteness of Economic Equilibrium** {PaperSi

vol. iu, p. 318) •

^ Edgeworth did not himsolf imagine that his proiwaition was very impor-
tant in practice, Eor a discussion of this matter, more precisely in terms of

Edgeworth's argument, seemy article “Edgeworth, Marshall and the Indeter-
minateness of Wages** {Peon, Jour,f June, 1930).
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labour becomes, and the loss probable it is tliat any
appreciable indeterminateness will arise from the in-

divisibility of the human unit.^

^ However, it would be unsafe to rely on this very far,

and it happens that we have other resources. It is only

reasonable to assume that the various employers who
are competing for the services of the workmen in a

particular trade are differently situated in many
respects, and are themselves of varying capacities.

And once we make this assumption, it becomes clear

that the internal marginal products of the labour em-i

ployed by different firms are not likely to be exactly

equal. If the same wage rules throughout the market,

that wage must lie between the internal and external

marginal products of the labour employed by each
firm

;
but that is all we can say about the conditions of

equilibrium. Now if the wage were slightly raised, it is

quite possible that the increase might not be sufficient

to give an incentive to every firm to reduce its demand
for labour. The new wage might still be lower than the

internal marginal product in many firms
;
but the rise

would haYe to be very slight indeed to leave the de-

mand of every firm unaffected. And similarly for a fall

in wages. When there are a large number of firms

competing for a particular kind of labour, it is safe to

say that the range of indeterminateness due to the

indivisibility of the workman will be too small to be
perceptible. )

A

Tiflus Edgeworth’s

II

curiosum” disappears beyond
the limits of vision; but only to leave behind it a much
more disturbing problem. If we are to call to our
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assistance the individual differences of entrepreneurs,

(we cannot any longer leave out of account, as we have

tacitly been doing hitherto, the individual differences

of labourers. And it is impossible to allow for their

differences without making considerable modifica-

tions in our statement of the marginal productivity

formula.

If the labourers in a given trade are not of equal

efficiency, then, strictly speaking, they have no mar-

ginal product. We cannot tell what would be the

difference to the product if one man were removed

from employment; for it all depends which man is re-

moved. There would be a larger difference if a more

efficient man ceased to work.

The only way in which it is possible to overcome

this difficulty is to treat each, man as, a separate factor

of production. His internal marginal product is then

easy enough to identify—it is the difference which

would be made to the total produce of the firm in

which he is engaged if his labour were to be removed.

That clearly sets a maximum to the wage he can get,

and still remain rmdisturbed in employment^ If he

were to get more than this, his employer would soon be

seeking to find a way of dispensing with his services.

(With homogeneous units, the external marginal

product is the productivity of a unit of the factor in

that use which is just excluded, because there is not a

sufficient supply of the factor to satisfy that particular

unit of demand; or, otherwise stated, it is the produc-

tivity in that use which just does not pay at the cur-

rent wage. With units that are unique, the external

marginal product is still the productivity in that use

which just does not pay.) If the wage were slightly

lower, some other employer would be willing to take
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on tke man in question. CThe highest hid which is not

satisfied sets the lower limit to the wage.)

Cin order that the market should be in equilibrium,

every man’s wage must lie between limits defined in this

manner. But these limits, set by a literal application

of the marginal productivity law, are not the only ones

which must be observed. It is true that if a man’s

wage rises high enough, his employer will prefer to do

without him, even if it is impossible to replace him in’

any/ manner. Yet before this alternative comes to be

seriously considered, other adjustments may be

possible.

First of all, although we ought in strictness to treat

the work of every individual labourer as a separate

factor of production, the different labourers in a single

trade are factors that can be readily substituted for

one another. They are highly “rival” factors. It is

precisely this possibility of substitution which ensures

that s, more efficient man will always tend to get

higher wages than one who is less efficient; for if he

does not, he will always be preferred to the less efficient

man, and the less efficient man will find it impossible

to get employment.

This gives us a second pair of limits within which
the wages of any particular man must lie; he cannof

be paid more than the man who stands next to him in

the order of efficiency, but is just more efficient than
himself; he cannot be paid less than the man who
stands next below him. These limits are very likely to

lie nearer together than the first set, and thus they
are more likely to be effective, but they in their

turn do not exhaust the list. In order that the wage
should be in equilibrium, other conditions must be
satisfied as well. It is possible that a wage could be
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named at wliicli it would not be"profitable to replace a

man by one who is more eflicient, since more efficient

men are very expensive, but at wlucli it would be

profitable to replace him by a less efficient man at an

appreciably lower wage. Similarly, a man might bo

receiving a wage at which other employers would find

it profitable to substitute him for men more efficient

than himself. Neither of these situations is compatible

with eq[uilibrium. We have thus a third set of limits,

which is perhaps rather less likely to be the efiective

set than the second pair is, because in most cases these

limits may well lie outside the second pair, so that a

wage which is capable of provoking the third kind of

adjustment would have an even stronger tendency to

provoke the second. But in at least two cases the third

pair is very likely to be effective
;
for in the cases of the

most efficient and the least efficient men in the trade

one member of the second pair of limits is absent
;
and

it must therefore be either the first or the third kind of

adjustment which is responsible for setting a maximum
to the most efficient man’s wages, and a minimum to

the wages of the man who is least efficient.^ )

Suppose the number of men available for employ-

ment in a certain trade to increase by one
;
and since

that extra man must have some definite efficiency, let

us assume that his efficiency is indistinguishable from

that of the man who took the 400th place on the

original list when the men were arranged in descending

order of efficiency. Now the best job open to the new

man is the job which the original 400th man just turned

down, the job whose existence sets the minimum limit

^ In the special case to which consideration of the marginal produc-
tivity law is generally limited, wheie the units arc homogeneous and in-

dednilely divisible, these three sets of limits all merge together and become
indistinguishable.
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to that 400t]i man's wage. But the new man can only

get that job if he accepts something less than this

minimum limit
;
a fortiori, something less than the

400th man had been getting. Now if he accepts that

3ob, as he^'nmst^ if h^ to get the best possible

employment open to him, the market is at once in a

position of instability. For the old 400th man's em-

ployer will find that he can get the new man to come

to him for a wage less than he had been paying to the

400th man, and since the new man is of the same

efficiency as the 400th man, the employer will clearly

benefit by the exchange. And the old 400th man can

only regain employment by accepting lower wages

than he used to get, since the old most favourable em-

ployment is now closed to him. (Of course it is un-

necessary to suppose that the change round actually

takes place. The threat of a change would be quite

sufficient to compel the 400th man to accept lower

wages.) And so the wage corresponding to that degree

of efficiency which was represented by the 400th man
is reduced; but the process is unlikely to stop here.

If the new wage of the 400th man is less than the old

wage of the 401st man (and that is very likely to be

the case), then it will be profitable for the employer of

the 401st man to replace him, either by the 400th man
or by the new man, at a wage at least as high as the

401st man had been earning. And if this happens, the

401st man goes unemployed, being able to regain em-
ployment only at lower wages, which in their turn have
a tendency to reduce the wages of all those below him
in efficiency.

On the other hand, the fall in wages of the 400th
man, by increasing the gap between his wages and those

of the men whose efficiency is ereater than his. will start
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a movement towards the substitution of more efficient

by less efficient men, which can go on so long as the

economy in wages outweighs the loss in efficiency.

Just as the wages of those who are less efficient than the

new man will tend to fall, so will the wages of those

who are more efficient. An addition to the supply of

labour will undoubtedly reduce the average wage paid

in a trade, whether it is possible to assume that the

differences between the efficiencies of workers engaged

in that trade are negligible or not.

It does not follow, however, that it will reduce every

wage. In the majority of cases it will affect the limits

within which a particular wage must lie. But if the

limits are not close together, then it is possible that a

wage which was consistent with the old limits may
still be consistent with the new. If it still lies between

the limits set for it, it will be unaffected.^

O^e are thus brought back to the “range of in-

determinateness”. If a man's wage rises above a

certain point, there will be a danger of his employer

preferring to replace his labour by that of another man,

or of a machine, or deciding to do without him

altogether. If his wage falls below a certain point,

there will be a danger of another employer tempting

him away.* How far can we assume in fact that these

points are close together?

We have already seen that if the abilities of the

various men in the trade were equal, it would be fair

/
1 Since the limits to the wages of any particular man are largely dictated ^

by the wages actually received by men whose efficiency does not differ ^
very greatly from his, the immobility of any particular man’s wage will help ^
to insulate the wages of those round him on the scale of efficiency. But this J
only leads to the rather obvious conclusion that a change in the supply of j/
labour of normal ability is somewhat less likely to affect the wages of excep-

tionally efficient or inefficient men than it is to affect the wages of “average”
workers.
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to assume that the range was negligible. DifEerently

situated employers would be prepared, some to take

on more men, some to dismiss men, as a result of very

slight changes in the level of wages. And this con-

clusion proves to be applicable, to a very considerable

extent, to the circumstances of reality. The abilities

of the men in a trade may differ, but they arc likely to

differ in such a way that the number of “average”

men is very large.)In fact, the abilities of the different

labourers in a trade are probably distributed according

to something not far removed from the normal curve

of error. There will be some who are well above the

average—and perhaps quite distinctly spaced out

above it—and there will be some who are distinctly

below. But(^;he majority probably differ in efficiency

to no very marked extent.^

CThus, so far as the majority are concerned, our

earlier conclusion applies. The wage of any “average”

workman cannot be changed appreciably (while the

fundamental conditions of themarket remain the same)

without giving opportunities for substitution and dis-

placement. His “range of indeterminateness” is so

narrow that it is not worth considering. )

^ With the exceptional men (whether they are excep-

tionally good workers or exceptionally bad) things may
conceivably be different. The difference in efficiency

between one man and those who are most like him
may be sufficiently great for his wage to be only

determinable—so far as the tendencies we are describ-

ing are concerned—within fairly wide limits. The
exceptional man is in a position something like that

of a monopolist
;
he has to look out for substitutes, but

l^ey give him a certain amount of elbow-room.

Yif'“f[;‘Ts'n'dt'\vutK the exceptional man that the
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study of wages, for very good reasons, has generally

been concerned? We need not be disturbed in our

application of the marginal productivity theory to

wages in general by our discovery that it does not tell

us much if we try to use it in the cases of Charlie

Chaplins and Sir Jolm Simons. We can rest content

witli the knowledge that there may possibly be an

important element of “bargaining technique” in the

determination of the wages earned by their humbler

counterparts, the superlative bricklayer and the

engineer with a gift for Ids job. (The wages of the

“average workman” cannot be in equilibrium unless

they are cipial to his inargmal product; and that is

what matters.
)

III

Up to the present we have assumed that the efh-

cieucy of a workman is something which depends solely

on the workman himself
;
but this is again one of those'

convenient simplifications which are not tenable on

last analysis, although they do not often lead us into^

serious error. Efficiency is not really the simple one,-

dimeusional magnitude we iiave hitherto assumed

to be; it is a complex of various equalities, so that to say

directly, without further precision, that one man Is

more efficient than another may sometimes be im-

possible. But it is an objective fact that, under giv6n

circumstances, a particular employer will prefer to

take on one man rather than another; although the

preference may not always rest purely on grounds of

“productivity”. If the technical qualities of a work-

man are such as to make him specially useful to a

certair. small class of employers, then the mutual
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competition of those employers will raise his wages

above the level paid to other Avorlcmen of his grade (if

his “grade” is established by referring to the prefer-

ences of employers who do not have this particular

need)./But if, say, the man happens to be a Copi-

munist, and the particalar employers who would other-

wise bo specially appreciative of his qualities have

an objection (however irrational) to Communists, he

cannot expect to obtain the advantage he would other-

wise have secured. Unquestionably this sort of thing

may have a considerable influence on the wages of in-

dividuals; and it is sometimes desirable to interpret

“marginal productivity” in a manner wide enough to

include it.^
j

The forces whoso action has been described are sufll-

cient to generate a tendency for men with pa:5ticular

qualities to move towards those employers who can
make the best use of their qualities. But of course the

demand of employers for particular q\ialities of labour

(like their demand for other things) is satiable; and if

a particular quality is not highly uncommon, some of

the possessors of it will find that the demand of the

employers to whom they are best fitted has been satis-

fied by the labour of men even better fitted than them-
selves; so that they, rather than force themselves into

an employment where they could only be absorbed at

a considerably lower wage than they could get else-

where, will go elsewhere and offer their services on the
'basis of some productive capacity other than their

special qualification.

dThe dependence of a man’s efficiency on the effi-

ciency of his employer has a significance which is not
confined to the case of special qualifications^ A work-
man A may be unquestionably more, efficient than
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another workman B, so that, other things being equal,

every employer in the fcrade would prefer to take on A
rather than B. But even in this case differences may
arise if other things are not equal. Simply because A
is so unquestionably superior to B, he will ask a higher

wage than B ;
and if the wages asked by the two men

are different, two employers, who both wish to take on

an extra man, may decide differently between A and B.

An employer who is himself highly capable is more

likely to prefer A, because he can make such use of A
that A will be worth his higher wage; an employer

who is less efficient himself would be wiser to prefer B,

to pay lower wages, and to be content with the in-

ferior workman whom alone he could get at those

lower wages,

It is impossible to doubt that a very large part of

the validity of that “Gospel of High Wages” which

was preached so vigorously a few years ago springs

precisely from this source. If an employer is of very

superior ability, it will pay him to offer higher wages

than his competitors, in order to have the “pick of the^

market”. Such a policy, in his hands, may well be

abundantly successful. But like so many economic

panaceas, it does not bear generalisation. 'For an em-

ployer of less ability to follow in the footsteps of his

successful competitors would be to court destruction.

He cannot use men to such good purpose; in his hands

the best workmen are not worth as much as they are

worth under the direction of his rivals; to pay them

more than they are worth will bring not gain but

loss.
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IV

I

The forces making for equilibrium in the labour

market are for tbe most part rather slow in their

action; and tins is as true of those which have been

the special subject of this chapter as it was found to

be of those which were described in its predecessor.

Although there is always a tendency for substitutions

of the kind we have just been examining to take place

—although any considerable opportunity for them to

be carried through profitably is likely to Be acted on

sooner or later—it cannot be pretended that they are

easy, or that we shall not expect an immense number
of unused opportunities of this kind to exist in the

labour market at any moment, ^he adjustment of

wages to individual efficiency involves each employer

in a series of difficult estimates—appraisals of the

relative abilities of two men, one »f whom he knows’,

but the other of whom he can only know in a much
more superficial way. At engagement(^the knowledge

on which an exact estimate of a man’s efficiency can be

•made will usually be lackingX This will not prevent a

rough approximation of wages to efficiency, for some-

thing can be told from a man’s record, or indeed, on

occasion, from his mere appearance'^ But if it is not

very clear indeed that the change will be advantageous,

a perfectly rational conservatism will usually forbid it

to be made.

(.Nevertheless, the adjustment is often made ap-

preciably easier by the tendency of efficiency to cluster

about an average. Save in very small businesses, a

“standard rate” will naturally emerge. The majority ,

of the employees are likely to difier so little in efficiency

that it will not generally be worth while for a sensible
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employer to distinguisli botv/eon them. To them the

standard rate will be paid, since discriminatioai would

involve a labour altogether disproportionate to the

end in view. It might involve detailed supervision of a

kind likely to annoy the men supervised, and make
work under such an employer less attractive to them.

Finally, it would open up a serious danger of disagree-

ment between employer and men as to the basis of

estimation, and consequent accusations of favouritism.

On all these grounds it would not be worth while.

)

But there will probably be a small proportion who
arc obviously of superior ability, and if their ability

becomes suJIiciently well known outside the firm for

them to have an opportunity of moving advantageously

employers must pay them better. Since, even in this

case, there may be room for disagreement about merit,

such payments will often be made without much
advertisement.^ The same end can also be readied in

a more straightforward way by promotion into a

higher wage-grade. Here, too, there may of course bo

disagreements and discontents, but there is the counter-

vailing advantage that a firm which is known to have

a system of promotion will attract the better men, who
will know that they will get better wages when they

have proved themselves. It is even possible that some-

thing of the same sort is occasionally achieved if pro-

motion goes only by seniority. The better workmen
are less likely to be discharged when trade is bad; they

will therefore earn promotion sooner, and charges of

favouritism are less likely to be encountered when pro-

motion is, at least apparently, automatic. /

^Men whose capacity is definitely inferior to the

^ The “something extra m the pay envelope” which is so upsetting to

wage statistics.
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average will not get employment, save as a form of

charity, unless they are prepared to accept something

less than the standard wage. At all events, this will

be the case if their inferiority is an obvious one, result-

ing from infirmity or a bad record that cannot be con-

cealed. If it is due to some less obvious cause, they

may get taken on at the standard rate, but they will

be unable to maintain these favourable terms of em-

ployment. Sooner or later they must choose between

staying with an employer at lower wages, or the only

alternative—chronic unemployment. )
^Thus there is no reason to suppose that standard

rates are in any way a particular product of Trade

Unionism.) And this deduction seems wholly borne out

by inductive evidence. According to Mr. and Mrs.

Webb, “the most autocratic and unfettered employer

spontaneously adopts standard rates for classes of

workmen, just as the large shopkeeper fixes his prices,

not according to the higgling capacity of particular

customers, but by a definite percentage on cost”.*

(However, the standard rates of free competition arc

not in any sense minima
;
exceptional cases are always

likely to be paid less, p

CA closer approximation to the “individual wage” of ^

theory is probably secured by piece-work than is pos-

sible by time-work method^!A slow worker gets less;

and a fast worker gets mor§l(so that his employer can

more easily retain him). And the adjustment can be

carried out with less trouble and with less danger of

discontent than would be possible with time-work.

There is a definite objective measure of efficiency.

But it IS not altogether a good objective measure;

1 Industrial Democracy, p. 281,
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and tliis is natural enough, for efficiency is a com-

plicated thing and does not readily lend itself to ob-

jective testsAlt is only in those trades where quantity

of work done matters more than quality (or where the

quality can be looked after satisfactorily in some other

way) that piece-work is possible at all. If quality is

likely to suffer from speeding-up, to pay merely for

speed of work ‘would be thoroughly bad economy.'

Further, even where quantity is almost the only thing

aimed at, a fast worker will get more out of his tools

and machines, and will in consequence be worth a

higher wage in proportion to his output than a slow

worker is. But even when these things are allowed for,

there is more to come.

Different men cause all sorts of varying amounts of

trouble to their employers; some are very '^reliable”,

they are never ill, never want a day ofi, are always

content and on good terms with the management.

Others are always causing expensive temporary ad-

justments for such reasons. In all these ways there

may be variations in efficiency, of which piece-rates

take no account, and indeed may make it more diffi-

cult to take account, since it is more difficult to pay

more or less than standard piece-rates than to vary

from standard time-rates.] The more obvious and easily

accepted excuses are absent.

In these last pages we have already forsaken the

marginal productivity theory, and the slow moving

forces determining “normal wages”. We have entered

upon the study of the labour market as it actually is,

with the fundamental conditions of equilibrium con-

‘ Of course, since discrimination among workmen is only one object of

piece-work, the general speeding-up which would follow from its introduc-

tion would not pay if the sacrifice of quality was serious, and reflected itself

seriously in selling prices.
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stantly changing, and entrej^rencurs so busily occupied

in adjusting their businesses to these more important

changes that they have only a limited amount of time

to spend on the finer adjustments. They have to con-

tent themselves with rough-and-ready devices to ensure

that the more delicate relations do not become so con-

siderably out of adjustment that the loss to them is

serious. But the rough-and-ready devices are only

means to an end—the making of those adjustments

whose theoretical perfection was set out in the earlier

pages of this chapter. If opportunities ofier for their

successful use, new means are always likely to be in-

vented.



CHAPTER III

UNEMPLOYMEKT

On the threshold of a more extended study of the com-

petitive labour market must stand the problem of un-

erapIoyineut.lWhat is the effect of unemployment on

wages? How is it possible to reconcile the fact of un-

employment with the simultaneous existence of rising

wages? These are not the only new questions raised by
the fact that the labour market of actuality is not in a

state of equilibrium; but they are the most obvious

questions, and we may conveniently begin by examin-

ing them.

It is now a commonplace that unemployment has

many causes; the classification into seasonal, cyclical,

casual, and so on, has become familiar. But it is

precisely in this commonplace that the clue to the

paradox of wages and unemployment is found to rest.

Some kinds of unemployment do tend to pull down
wages

;
others do not. When wages are rising, it is an

indication that the first kind of unemployment is not

I present, but the second may be present all the same,

and account for a considerable percentage of unem-
ployed.p

I

^
{One kind of unemployment we have already had

cause to mention in our discussion of individual differ-

ences.J^e have seen that|the adjustment of wages to

efficiency is unlikely, under any conceivable circum-
42
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stances, to bo perfect. Tho readiest means of partial

adjustment is the adoption of standard rates, which

are suitable to the average workman, but exceed the

value of the least competent. There must always bo

some men in every trade who cannot earn the standard

rates paid even by the least efficient and least well-

situated employers within their reach; and although

they may be able to get regular employment by accept-

ing less than standard rates, there is no certainty cither

that they will readily consent to do this, or that enr-

ployers can be found who are prepared to take the

trouble involved in finding a wage which suits them}

When we remember that the things which drag

down a man's efficiency below th^ ordinary ^l^vcl are

particularly likely to be things uot easily estimated

—

that they are less likely to be l^iv? direct productivity

than carelessness or unreliabili-^-or bad temper—then

it is very easy to see how unemployment of this kind

may well be of no inconsid^]^mu^importance. It is not

that the man’s directmi|oductivity is low, but that his

neb product is lo’v^A'3'llb;^a-nce beihg made in assessing

his net product fo't\^thc mdirec^osts involved in erai\

ploying him. In su^li iruasc, /his net product is likely)

to prove lower after ^^hasyDeen working with an em-

ployer for some time tlwyit appeared at first
;
and so

on experience his employer will either dismiss him or

offer him lower wages. But for several reasons the first

is rather likely to be the alternative taken; if lower

wages are offered and accepted, the man may very

well feel that he has a grievance, and as a result may
prove to be worth even less than he was before; and
again, from his own point of view, it may be advisable

for him to go elsewhere, since he may find an employer

who attaches less weight to his particular disabilities,
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or at the worst, he may find one from whom he can

conceal his disabilities for a time. Ev(m if lower wages

are offered, quite probably they will not be accepted;

and employers are thoToby less likely to offer them.-i

CMen whose efficiency is subnormal are thus pecu- v

liarly liable to find their disqrralifications resulting in ex-

)

ceptionally long periods of unemployment rather than/

in exceptionally low wages. The most inefficient of all/

the indirect cost of whose employment is extremely'

high, may find that there is no employment at all ii

the market where they can continue to receive a wa^
high enough to support life unassisted:^^o far as these

men do get jobs, they will retain them only for short]

periods, and for the greater part of their existences

they must depend on the support of relations, or on/

poor relief, or on charity. )

These are the “unemployables”
;
their net product

' falls below the level of subsistence. Although in any

community there probably arc a ceidain number of

these unfortunate people, it is generally recognised that

they do not form a seriously important paid, numer-

ically, of the general unemployment problem.' What
has to be recognised is that there is a much larger class

of those whose efficiency is high enough for them to be

able to earn—somewhere—a wage sufficient to support

-life unassisted, but who are exceptionally difficult to

fit into the industrial system, so that they are likely

to suffer from unemployment to a special degree,^

This is one kind of “normal unemployment”; it ac-

counts for part, perhaps the most important part, of

that unemployment which persists even when a trade

is neither expanding nor contracting, even when the

demand and simply of labour are constant. Most of

1 Beveridge, Vnemphyment, p, 138.
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these “normal unemployed” are likely to be of sub-

normal ability, unemployed because of the difficulty of

,
fitting them in. But probably they will not all be sub-

normal. Bor although the industry as a whole is sta-

tionary, some firms in it will be closing down or con-

tracting their sphere of operations, others will be

arising or expanding to take their place. Some firms,

then, will be dismissing, others taking on labour; and

when they are not situated close together, so that

knowledge of opportunities is imperfect, and trans-

ference is attended by all the difficulties of finding,

housing accommodation, and the uprooting and trans-

planting of social ties, it is not surprising that an in-

terval of time elapses between dismissal and re-engage-

ment, during which the workman is unemployed.)

^Between them, these two causes account for most of

“normal unemployment” as it is found in the majority

of industries—the unemployment which is consistent

with constant supply and demand for labour. But for

completeness, we should add a third kind—which is

unemployment, although it is voluntary, and raises no

social problem; the unemployment of the man who
gives up his job in order to look for a better. He may
believe that he could get higher wages elsewhere, or he

j

may merely desire to work in some other place for

private reasons.
J

i(^If the supply and demand for labour are constant,
j

any attempt by an employer to take advantage of the I

existence of unemployment by cutting wages must \

ultimately prove futile. If he lowers the standard rate !

he pays, some of his men will soon be looking for jobs

elsewhere; and though he can replace them, for the

most part it will be with inferior men. It is conceivable

that by careful selection, and a good deal of luck, he
*
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miglib succeed m getting men of as good quality as

those he lost; but even so, these in their turn are

likely to drift away. By reducing wages, he has re-

duced his chance of getting good workmen
;
and sooner

or later he will And that he suffers, y
Sooner or later; for it is no use to pretend that in

this, any more than in other processes of the labour

market, the forces making for equilibrium are par-

ticularly rapid in their action. |'There is a temptation

for unwise employers to snatch temporary gains by

making wage-cuts that do not correspond with the

fundamental conditions of tho market. As long as they

can retain at the lower wages men who came bo them

because they were offering higher wages, they can gain

what is really a monopoly proAt at the expense of their

employ ees? But when those men go and are replaced by

less elAcient men, the employer’s proAts are likely to

be smaller than they were at Arst. He has, in fact, de-

graded himself to a lower and less well paid class of

entrepreneur.') The retribution is deAnite enough; but

it may not always be sufficient to prevent the action.

^.But usually it will be difficult for employers to cut

wages without being able to offer some excuse
;
and

so unjustiAed wage-cuts ai'e most probable, not in a

stationary condition of trade, but when there is a real

change in demand or supply. It is possible that the

existence of normal unemployment may result in ihe

changes in wages which would, under such circum-

stances, he made in the most perfect market, being less

favourable to the workmen than they would be other-

wise. Of course, at the most, such an effect could be

only temporary; and it remains to be seen whether it is

not likely to be neutralised in another way)
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Before passing on to the consideration of changes in

demand and supply,6ve must turn aside to examine

what may be reckoned as yet another kind of “normal

unemployment”—although it differs in degree rather

than kind from those already mentioned. There are

certain industries in which the shifting of the demand

for labour between firms is not the result of the slow

rise and decline of those firms, but is due to chance day-

to-day fluctuations in their activity. All firms, of

course, undergo continual variations in activity, but it

is only in certain industries that the smallest variations

express themselves directly as fluctuations in employ-

ment. In most cases it is possible to find some less

urgent work that can be done on slack days, so that,

although employment may vary from year to year, or

from month to month, it will not vary from day to day.)

^But where all the work which comes must be done at

once, or where technical reasons do not provide any
appreciable incentive to keep together a permanent

labour force, the number of men employed by a

particular firm may undergo daily fluctuations. The
most marked cases of this are the docking, building,

and contracting industries—the industries of ca.sual

labour. }

i’When the amount of employment given by particu-

lfi,r firms fluctuates daily, a large surplus of unemployed
labour is inevitable. By the time a man has discovered

that the firm he worked for yesterday does not want
him, it may be too late for him to get employment else-

where today. The time which it takes to find a job

becomes closely comparable with the time a job lasts

when it is found. Even if the total amount of work to
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be done remains unchanged, the place where it has to

be done is continually changing. 'NThe total number of

men “occupied” in the industry'is divided into those

who are working and those who are looking for work.

Every month, and usually every week, nearly all the

men attached to these industries get some work, but

their work is not continuous.

^
The conditions of employment in these trades are

such that one cannot help asking the question : Why
are men drawn to them? Today they are for the most

part relatively high-wage trades; and there is little

question that high wages have a more powerful in-

fluence in attracting labour than a high chance of un-

employment has in repelling it. But they were not al-

ways high-wage trades; and still they got their labour.

It is true that a certain number of men do manage to

make their abilities clear to their employers
;
they get

regular employment and their earnings are good. But

the majority? To a large extent the lower grades of

casual employment must have attracted those who had

failed elsewhere; they offer jobs where little skill is re-

quired and little reliability—for a man is unlikely, on

this system, to stay long enough with one employer for

his deficiencies to be found out. Partly they attract the

lazy; the prospect of being able to take a day off when

you choose outweighs for some people the chance of

not being able to get work when you choose that. But

the advantage is dearly bought^)

Lsfbw will these variations in employment affect

wages? So long as the total demand for labour in the

area remains steady, they are very unlikely to afiect

wages at all. It would be senseless for a firm to raise

wages on days when its business was good and to

lower them when its business was bad. The high wages
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would not be effective in attracting labour until tbe

exceptional demand was past. And to lower wages

would indeed have a repellent effect on the supply of

labour to that firm—yet not on the day when busiji^ss

was bad, but subsequently, when it might be expected

to have improved.^

A firm which maintained wages steady would have a

definite advantage over one which was always changing

the wages it offered. To go for a job which was offered

at 12s. yesterday and find that today only 8s. was

being paid would be an experience enough to dis-

courage applications in that quarter for a long-time.

It would by no means be set off by occasional windfalls

in the opposite direction. So long as the activity of the

trade is unchanged, casual unemployment is most un-

likely to give an opportunity for lowering wages.'

J

III

. Cwhen unemployment is due to a fall in the demand
for labour, or to an increase in the supply, then, of

,

course, it is far more likelyto affectwages than in any of

the cases we have considered up to the present. But
even here it is necessary to distinguish.

)

Take, first of all, the case of seasonal fluctuations.

A considerable number of trades vary largely in their

activity according to the season of the year. Seme of

these fluctuations are due directly to the meteoro-

logical differences between summer and winter; agri-

culture and trades connected with it are most active

about harvest time, building operations are most easily

carried out in the summer, the demand for coal is

greatest in winter. Others depend more directly on
^ But see Ixjlow, p (iH.
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social causes, such as tlie Christmas activity in the

distributive and clotlring trades, and the mysterious

and complicated rhythm of printing.')

Now the significant fact about these fluctuations is

that they can be foreseen, and are foreseen, by em-

ployer and workman alike. This makes their efiect on

wages purely a matter of policy. It is perfectly possible

to maintain' wages at a fixed level throughout the year

—a level which is sufficient to attract the right kind of

labour in sufficient amounts, even when the probability

of a certain amount of unemployment is reckoned in.

Extra labour (of a sort) can generally be obtained in

rush periods, simply because it is widely known that

temporary employment is available in these trades at

these times. There is no need to raise wages in order

to get labour, at any rate to get "general” labour, it

would be too much to expect that oven a distinctly high

rate would attract labour which was specially well

suited to the occupation, since it is known that the en-

gagement is most unlikely to last.
)

On the other hand, there may bo certain advantages

in varying the rates. This was generally done in the

building trades before the war, in order to reduce the

costs of building in the winter, and make it rather less

disadvantageous to undertake building operations

then.' If a firm varies its rates, that means that the

terms it offers to permanent employees are, on a long

view, rather less attractive
;
and it may find that as a

consequence it gets less good workmen than it would

get if it paid the same average rate regularly through-

out the year. But if the difference in summer and

winter rates appreciably reduces the extra cost of

^ Since the war, as a result of Trade Union action, hours have been varied

instead of wages.
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working in tiie winter, it will be profitable to take on

more business in tkc winter than it would otherwise

have been. When a small variation in rates can be

effective in transferring demand to an appreciable

extent, it may easily outweigh the deterrent effects of

variation on the supply of labour. The employer will

vary rates, because it increases his profits; and it is

certainly desirable that he should do so, because, by

reducing the fluctuation of trade, it diminishes un-

employment'.')

There is indeed nothing to prevent the two systems

existing together for a considerable time. Some firms

may adopt one, some the other.(So long as the wage

paid by the “steady-wage'' firms lies between the

"slack” and “busy” wages paid by the rest, in such a

way as to make the terms offered for a long period of

employment about equally attractive, men will not

readily move from one to the other in order to snatch

a gain that they know to be fleeting. In the long run,

it is true, one system is likely to prove better fitted to

the industry than the other, and it will slowly push the

other out. The victorious system will then appear as a

“custom of the industry”. )

C The more the extent and duration of a fluctuation in

trade can be foreseen, the more are its effects on wages

a matter of policy. Seasonal fluctuations can be very

clearly foreseen, but there are other kinds where some
foresight is possible, though it is much less definite and
reliable. In these cases the element of conscious policy

will be less important; more play is given to “natural”

economic forces.")

( An examjfle can be taken fromthose littletemporary

slumps to which many industries (but particularly ex-
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port industries) are subject, as the result of harvest

variations or political disturbances. Suppose an in-

dustry finds one of its markets closed by a revolution.

The firms particularly specialised to that market will

find themselves faced with two alternatives (once the

possibility of making for stock has been exhausted)—
either they must close down, or they must cut prices

and try and force their way into the markets of other

firms. This second alternative will take time, and if the

disturbance is expected to be brief, it will not be worth

while. It is no use to go to the trouble of building up a

newconnection when your own marketwill soon be open

and you will then be exposed to retaliation by com-

petitors.) Thus so long as a rapid end to the disturbance

is expected, the stricken firms will probably refrain

from cutting into tb.e markets of tkeir more prosperous

rivals.

/Now the prosperous firms, although not directly

sunering from the disturbance, will be in a position to

take advantage of it by lowering wages. But it does not

necessarily follow that they will do so. For the moment
they could get sufficient labour at a lower rate of wages

;

but only for the moment. Once trade recovered they

would have to raise wages again. Employers in these

firms are therefore confronted with a choice: either

reduce wages and snatch this temporary advantage,

but with the compensating disadvantage of worsened

relations and a possible exodus of good workmen,

determined to seek better remuneration and security

even though they know circumstances to be unfavour-

able. Or on the other hand maintain wages, sacrifice a

temporary profit, but avoid these more lasting dangers.

The decision between these courses will depend in large

measure on the expected duration of the depression.
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The longer it is likely to last, the more advantageous

reduction becomes.^ J
The transition between this case and the next is

gradual.^hen trade undergoes a permanent or pro-

longed decline, owing to a change in the character of

demand, or to credit or currency deflation, the first

instinct of employers is, as usual, to take the line of

least resistance and assume the decline to be temporary

.

Wages may thus be maintained after unemployment

has set in. But with a continued depression, wages

cannot be maintained indefinitely. Sooner or later

some employers will come round to a more pessimistic

view, and to the action which is prompted by pessi-

mism. Either some of those who have closed down will

reopen at a lower rate of wages, or some of those who
have remained open will see an advantage to be gained,

on balance, by cutting rates. Once this has happened,

the rest may delay for a time, but cannot avoid coming

into line in the end.^For if they maintain wages, they

must either maintain prices and so lose trade, or cut

prices and so incur direct losses. Continued optimism

may lead them to do this for a while, but they cannot

go on indefinitely with limited resources.

(The wage policy of entrepreneurs in a period of

depression is very largely a question of circulating

capital. Selling prices will fall steeply if production is

maintained; and therefore to continue to employ the

same number of men at the old wage-rates would in-

volve them in direct losses. If, instead of using their

^ It IS to the days before the growth of Trade Unionism to which we have
to go for an inductive verification of these conclusions. It is thus interesting
to read in Thornton’s celebrated essay on “ Paper Credit ”

(
1802 ) : "A fall

(in price) arising from temporary distress will be attended probably with no
correspondent fall in the rate of wages; for the fall in price, and the distress,

will be understood to bo temporary, and the rate of wages, we know, is not so
variable as the price of goods” (Ist od., p. 82 ).
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capital to pay wages, tliey put it in a bank, it will yield

a positive profit, however small, and not a loss
; con-

sequently, if wages are maintained, there is an obvious

incentive to reduce the number of men employed. But

if a man is dismissed, it may not be possible to re-

cover him again when he is wanted in the future
;
and

thus, if the employer looks to the future, he may well

think it worth while to retain some of his men (those

whose services are specially useful to him) even if their

present employment involves him in losses. And it

may be technically necessary to keep on some of the

others so that the men who are still employed should be

able to do some useful work
;
so that the losses of con-

tinued employment should be as small as possible.

Further, if he can afford to keep on those men whom
ho does retain without cutting their wages, ho has a

stronger claim on them in future
;
and the same reason

which prompts him to keep them employed, prompts

him to refrain from cutting their wages. But since his

total net returns on his capital (when fixed charges have

been met) are probably negative, he cannot maintain

this policy indefinitely. As time goes on, present losses

pile up, and future profits become more and more

problematical. The advantages of maintaining wages

grow steadily less, and finally he cannot avoid a re-

duction. )

C But since even at this stage the future advantages

'of maintaining wages will not altogether have dis-

appeared, there will still be a'^ check to the reduction

which is likely to be made.) If employers looked

merely to the moment, they might cut wages to “sub-

sistence level"
;
but it is fairly clear that the reductions

made, even when employers are unhampered by Union

opposition, are generally far less drastic than this.
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In part, their moderation is simply the result of a

desire to maintain good relations
;
hut when large cuts'

are being made—have to be made—this cannot count

for very much.C There is also the possibility that some

workmen may possess reserves, or chances of taking

themselves off to other trades; so that the supply of

efficient labour may be contracted if wages are cut too

far. But these are surely not the main consideration.)

(If an employer cuts wages too far in a period of de-

pression, he will probably still get a sufficient supply of

labour then
,
but the time may come when he is short

of labour, and then he will be shunned. He will get the

reputation of standing out for the last penny when he

gets the chance
;
and so, when he wants labour, he will

be unable to get it, because, although he offers good

wages for a time, he does not offer security
.

)

^This IS a potent check on the cutting of wages, but

it cannot prevent a fall of wages altogether, if the de-

pression is serious. At the very latest, a time must
come when particular firms. are faced with a choice

between cutting wages and closing down altogether;

and then, so long as it is possible for them to get labour

at lower wages at that moment, they must choose that

alternative. As soon as some firms have cut wages,

they become thereby more serious competitors to the

rest; and they hurry forward the date when the rest

must cut wages too, however much they desire to gain

the advantages which would follow from keeping wages

steady. )

It IS impossible to resist the conclusion that we have
here a good deal of the explanation of that distinction

between “good” and “bad” employers which fi,gurea so

largely in labour history. “Bad” employers, it appears

to the workman, are people who seize every chance of
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cutting rates; “good” employers have not this bad
habit, and consequently maintain better relations.

But if the foregoing analysis is correct, the distinction

is not merely a question of character. If it was, it

would be a far less important matter than it is, for bad

employers would be much less of a danger to their

work-people. Their action would always tend to lead

to their own destruction. The distinction is to a very

large extent one of financial resources, and of judg-

ment
;
since naturally the pessimist will cut rates before

the optimist does so. And pessimists do not abolish

themselves by the foolishness of their actions
;
not in-

frequently they are right.

Clf a labour market could be found which was

genuinely in equilibrium, so that every employer could

go on employing the same men, and every man could

go on working for the same employer, without either

party having any incentive to make a change
;
and if

then the employers’ opportunities of profitably em-

ploying labom’ were suddenly reduced, or the number
of labourers available suddenly increased, unemploy-

ment wduld result. If the new conditions remained

unchanged indefinitely, then, under competitive con-

ditions, this unemployment must lead to a fall in wages,

going on until the excess of labour was absorbed. But

these artificial conditions, although they may serve as

a convenient model for analysis, are not a descrip-

tion of what really happens. Even in a stationary

trade, when there is no appreciable change in the

general activity of business or in the supply of labour,

the position is not sufficiently near to theoretical

equilibrium for unemployment to disappear. Men
grow older, and their efficiency changes. Luck (or
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what is very nearly luck) brings about continual

changes in the activity of different firms. But the

reserve of labour produced by these minor changes can

stay practically unchanged without its having any

tendency to depress wages. At the worst it offers

opportunities for foolish employers to snatch transitory

gains at the expense of ultimate loss—it induces an

element of instability.)

{Against this factor of instability to the detriment of

the labourer must be set an element of rigidity due to

the desire of employers to maintain good relations and

safeguard the future. If the presence of normal un-

employment has some tendency to make the labourer’s

position less secure than it would appear to be on the

basis of pure equilibrium theory, his wages are likely

to suffer less from the presence of abnormal unemploy-

ment than a hasty application of pure theory would

lead us to expect. A sensible employer will not reduce

wages until he is convinced that men at least as

efficient as those he is employing will come, and will

continue to come for an appreciable time, at lower

rates. And it is likely to take a considerable amount of

unemployment before he can be sure of this,^

Whether this rigidity atones for the first instability,

or whether it is another evil superimposed on the first,

is a matter on which the reader will be able to form an
opinion from his study of later chapters.



CHAPTER TV

THE WORKING OF COMPETITION

I

O'i’ ha-s become clear that the effect of unemployment

on wages can only be explained if we allow very fully

for two general circumstances which do not receive

much attention in eq^uihbrium theory—the time and
trouble required in making economic adjustments, and

the fact of foresight.)Even in equilibrium theory the

importance of these things is not quite negligible
;
but

their significance is immensely enhanced when we come
to deal with "economic dynamics”—the theory of

change. It is by considering them that dynamic

analysis can best begin, to whatever part of the

economic field that dynamic analysis is to bo applied.

Naturally they are the most convenient means of

approach to the dynamic enquiry which is necessary to

complement an equilibrium theory of wages.

(Jt is true that in equilibrium theory the importance

of the facts that workmen cannot move from one em-

ployment to another without cost and trouble, and that

similar costs are imposed on entrepreneur? when they

change their methods of organisation, is not altogether

negligible. Such costs of transference influence the

conditions of equilibrium; for an entrepreneur, or in-

deed any individual, may sometimes be saj;isfied with a

particular system of production or particular contracts,

even if there is another systerfi which he would prefer

if he could move to that other system without costs.)

68
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But if the advantage in “income’' which he would gain

on that other system is less (when capitalised at the

current rate of interest) than the cost of getting to that

new position, he will not move there.

01owever, in the majority of those cases with which

we are concerned, costs of transference are not great

enough for the interest on them to be a quantity of out-

standing importance in determining the conditions of

oquilibriumjj^ (And sometimes, as we have seen in the

case of technical change by entrepreneurs, these costs

can be reduced very appreciably by selecting a favour-

able moment for the change.)^o long as the cost can

be spread over an indefinite period, it very frequently

becomes negligible.^ ,

CWhen a market is not in equilibrium, costs of trans-

ference cannot be spread over an indefinite period.

Even if it is certain that the change will be a change for

the better, it is not certain (and indeed it is highly im-
probable) that the new position will long continue to

be the best attainable^ It would be highly imprudent
to change unless the cost of changing would be covered
by the gain within quite a brief period.(Costs of change,
therefore, become a vastly more important influence on
action that^they would be under conditions of station-

ary equilibrium. 3

( The increased importance of foresight is more
obvious^ Elementary economic analysis, which cul-

minates in the determination of the conditions of

equilibrium, assumes, when it does deal with change,
that the change has not been foreseen, but that, when
it takes place, everyone can count on the new con-
ditions being maintained. Such an assumption natur-
ally leads to paradoxes.{_In fact, everyone does foresee

changes to some extent, and the efiects of a change
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differ, according as it is expected to continue or not.

Suppose an entrepreneur receives a sudden increase in

orders. This may mean any one of four things: (1) It

may mean merely that ordinary orders have been
brought forward, so that the exceptionally great de-

mand of today will be matched by an exceptionally

low demand at some future date
; (2) it may be a special

demand for some special non-recurring purpose, so that

after it has been met demand will return to normal;

(3) it may be an indication that demand will hence-

forth settle down to a new and higher level; (4) it may
be the beginning of an expansion, so that demand will

not only maintain the new level, but rise above it. It

may mean any one of these four things, and it will be

met in a profoundly different manner according as it is

interpreted to mean one or another of them.j>

Further, the effects of today’s actions are not ended

today; and action is always liable to be influenced by

the remoter consequences which are expected to flow

from it. But the importance attached to these remoter

consequences depends on what the situation is expected

to be in which they materialise; and thus any action

depends on all the consequences which are expected to

flow from it, and also on general expectations of the

relevant future. Neither can be foreseen perfectly; but

both can be foreseen to some e^jftent, and both must be

allowed for.

II

When the economists of the late nineteenth century

wished to concentrate their attention on the imper-

fections of the labour market caused by costs of move-
ment, they usually contented themselves with the
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analysis of one special case, where costs of movement

are sufficient to shut out competition over a consider-

able ranged(ln normal circumstances, wages are de-

termined by competition on both sides; if labourers

compete for jobs, employers at the same time compete

for labourers. But where there is only one employer

whom a particular labourer can work for, save at great

sacrifice and expense of transference, and where there

is only one man, or one set of men, whom that employer

can secure to work for him, it is perfectly evident that

there is a possibility of great indeterminateness in the

wages paid. The lowest wage which can be paid is the

wage which will just not induce the labourer to go

elsewhere; the highest is the wage which will just not

induce the employer to do without him. Where costs

of movement are considerable, the difference between

this maximum and minimum may be large
;
and since it

may be thought that employers are likely to be the

better bargainers (that is to say, employers are more
likely to be able to guess the workman's minimum than

workmen to guess the employer’s maximum), the wage
actually paid is more likely to be near the lower end of

the “range of indeterminateness'’ than near the higher.®

This is all very well
;
but as an argument to be used

in serious analysis of the labour market it is presented

far too much in vacuo. {What are the circumstances to

which it is meant to be applied? If to stationary

^ For a discussion of the history of this argument, this particular kind
of “ mdeterminateness’*, see W. H. Hutt, The Theory of Collective Bargaining,
Professor Hutt is sometimes rather hard on the authors he criticises.

* Stated m this way, the argument does not need any great theoretical
refinement. It only becomes interesting as an exercise in pure theory
when account is taken of variations in the amount of work the labourer
may be willing to do at different levels of wages. But although the intricacy
of the argument may easily be increased in this way, its significance is not
appreciably changed.
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equilibrium, it is formally valid; but if wc arc dealing

with stationary equilibruuu, the costs of inovemont

can be spread over so long a period of time that, in the

majority of cases, the "range of indoterminateness”

becomes very narrow. If we are not dealing with

stationary equilibrium (and it is hard to believe that

the importance attached to costs of movement by many
of those who have used this argument does not arise

from an appreciation of the much greater importance

of these costs in a changing world), then we must allow,

not simply for the costa themselves, but for the fact of

change, and for the anticipation of change. When we
make this allowance, the picture changes appreciably.)

(it is true that there do take place a certain number
of labour contracts (generally coirtracts of personal

service) where a particular job of a practically unique

character has to be done. The particular job will not

recur again, or, if it does recur again, it will only do so

after a considerable interval of time, and pcrliaps at

a very different place. It is impossible to got labour

which is specialised to such work as this, and the man
who desires to become an employer must take such

labour as is available, often from a very narrow circle.

The difference between the lowest terms on which

some available labourer will do the work and the high-

est terms which the employer will consent to pay may
often be very considerable. Unquestionably there is

here a "range of indeterminateness”. But no one would

expect any important conclusions about such cases

from a theory of wages.

^

^ Of course it is impossible to base a defenco of wage control on the sort

of indeterminateness which arises here. Where neither employer nor employee
IS speoialised, there is no reason why “bargaining advantage” should be

on one side rather than on the other. Further, where jobs are not generally

repeated, control, which must relate to future contracts, is evidently im-
|)osaiblo.
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CWliere contracts are not rejioated, no foresight on

the part of either party cun liuvc any influence on the

terms of the contract.} Tndctcrmijiatenc.ss is rife; but

the case, from our point of view, is supremely un-

interesting and unimportant. (Jt is only when a trade

is continuous, when bargains of the same kind are

being continually struck, tliat the major probloin.s of

wage determination arise. Tt is only at this point that

economic analysis can really get to grips with the

matter. And it is at this point that foresight begins to

be important.^

(The repeated contracts of a continuous labour

market can conveniently be divided into two classes

:

(1) Those in which a labourer normally expects to be

re-engaged by the same employer when his first contract

has expired
; (2) those in which he does not. The second

class IS evidently that of casual labour in the widest

sense. In both of these foresight is important, though

it is more important in the first class
—

“regular” em-

plc^ment. )

'v If we could conceive a “casual” market in which

employers were generally specialised to a particular

trade or branch of production, but their labourers were

altogether unspecialised, m the sense that, having

completed their service with one of these employers,

they passed on out of the trade altogether; and if, at

the same time, those who had passed through held

little or no communication with those who were to

follow alter; then these employers would not have to

look to the future at all, and provided it was not easy

for men to go about hawking their services to different

employers, costs of movement and the time taken being

too great, each employer could beat down each man to

the very lowest level that man would take.'Jj^ages
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would bo fixed at “subsistence level” because of the

“bargaining power” of the employers.')The traditional

“indeterminateness” analysis would fit perfectly. But
there is no need to enlarge upon the absurdity and
improbability of these conditions. It is practically im-

possible to conceive of employers beginning to exert

a fairly regular and continuous demand for labour,

without some labourers very soon becoming specialised

to some extent to the performance of the service re-

quired.

The(opposite’|case to this is a much more real one.

^There are certain services ^hose of porters, for in-

stancey for which there is a fairly regular demand, but

a demand which does not come continuously from the

same people. The demand is regular enough for it to be

worth while for people to become specialised to that

occupation, but nevertheless they work for a particular

employer for a very short space of time
;
they can never

count on seeing him again, and he never has to reckon

on seeing a particular workman, or an associate of that

particular workman again.

(The conditions under which such labour is sold are

very similar to those of retail tradej(ln an undeveloped

community, where opportunities for the profitable em-

ployment of time are strictly limited, it may be worth

while for a seller ^f labour or of goods} to spend some

time “higgling and bargaining” to get as good a price

as he can. If this procedure is followed, the terms are

almost as indeterminate as with the isolated bargain.

But as economic activity increases, haggling over small

sums becomes a more and more uneconomic way of

spending time. Both in the retail market and in the

labour market its use diminishes. It becomes more

^ Some professional services do not depart very far from this type.
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convenient for the seller to fix a definite rate and to

stand by it.

)

^The labour market lias developed in this direction

to a much less extent than the retail commodity mar-
ket. The reason for this backwardness is probably to be

found in the fact that the continual change of em-
ployers makes it impossible for each man to be con-

tinuously at work. The retail shopkeeper often has

a second customer waiting to be served, when his

business with the first is finished; but the retail seller

of labour expects to spend an interval, of minutes or of

hours, between his jobs; and he will often be willing to

spend part of his time trying to better the terms fie gets. "1

(The influence of “bargaining advantages” in this

market is all on the side of the wage-earners. They can,

nnd undnubtfidly do,. dnma.tid Jiighfir wagies irujoj am-
ployers who appear to be more wealthy

;
to this extent

they act as discriminating monopolists. Their mono-
poly arises because they know the market better than
their employers do

;
because their employers generally

cannot spare the time to seek another source of Ssupply

and because direct undercutting, by other wCjrkmen
offering themselves at lower terms, is hindered by its

probably unpleasant personal conseq[uences.

LBut although this market is one of the most imper-
fect with which we have to deal, demand and supply
do influence wages even here, in however halting and
irregular a fashion. An increase in demand wifi raise

wages; for the workmen, finding that theii- more
ambitious suggestions are accepted with greater alac-

rity than before, are likely to advance their claims. A
diminution in supply has the same effect, for it will be
felt as an increase in demand by each individual work-
man. Wages, however, will fall less easily than the}'-
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rise. An abnormal surplus of supply over demand will

be felt as an increase in unemployment. Each man gets

fewer jobs; and earnings fall, while wages per job may
be less easily affected. Nevertheless, some effect on

wages per job there will probably be; some potential

employers are being excluded by the high rates de-

manded; those wage-earners who are more moderate in

their claims find that they get more employment;

slowly, very slowly perhaps, the news wdl spread

that moderation is a more paying policy; and com-

petition does its work.

No one will pretend that the working of such a

market is a pleasing spectacle from any point of view,

social or economic; yet it is significant that in this

market, the most imperfect with which we have to

deal, the danger (once it is given that men will come to

this sort of work) is not that they will be exploited by

low wages, but that by refusing to reduce the wages

they will accept, when a reduction is called for, tt}.^y

will cause themselves to suffer unnecessary unempl'by-

.(^ment. ')

III

We pass now to the case of the casual market proper,

which is distinguished from these last by the fact that

both employers and employed are continuously at-

tached to the trade. But though the demand of these

employers is continuous, in the sense that practically'

every day each employer has some men working for

him, it is not regular, since the number of men he em-

ploys fluctuates incessantly. A large proportion of the

labourers, therefore, cannot count with any assurance



IV THE WORKING OF COMPETITION G7

at all on being taken on again by the same employer

when their period of contract has expired^ )
(We have already seen that the unemployment,

which is inevitably a serious matter in such a market,

may be a “normal” unemployment, perfectly consis-

tent with stationary wages. For although each firm’s

demand for labour fluctuates continually, a change in

wage-rates would afiect, not the present, but the

future supply of labour. So long as each firm expects

to want labour, on the average, as much in the future

as it has done' in the immediate past, it would be

obvious folly to change the rates ifc pays) J
(By its very nature, a casual labour market is a

highly competitive market. Since men do habitually

move from one establishment to another, the costs of

movement can be no obstacle to mobility.

This intense competitiveness, combined with the de-

ferred action of wage-changes on the supply of labour,

must make for stability in wage-rates. Wages cannot

be affected by the day-to-day 'variations of the market;

and they are likely to resist even more serious fluctu-

ations to some extent. For if the activity of trade in-

creases, and a firm finds it difficult to get labour, it may
well postpone raising wages as long as possible. It

knows that the higher wages cannot in any case exert

their full effect in attracting labour to it for a little

while, and by that time the end of the pressure may be

^ The precis© boundary-lino between '‘casual” and “regular” trades is

of course impossible to define strictly. In eveiy trade a certain number ot

men leave their employers at the end of every contract period (day, week,
month, etc.). The “casual coefficient” of a trade could be defined as the
proportion which the average number of men leaving employers at the end
of a week bears to the total number employed in tlie trade during that week.
It 13 impossible to say how these coefficients would he distributed among
different trades, there may be a regular progression irom the most casual

to the most regular. But it is only necesaary to examine the extreme cases.

The reader will have little difficulty in deducing the working of those between.
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in sight. It knows, too, that its action is likely to com-

pel similar action on the part of its competitors, and
that this will follow so quickly that the efficacy of the

rise in drawing labour from them will be seriously

diminished. The principal hope is to draw labour from

outside the industry, or from another area, but then

much of what can be hoped from this quarter may very

well be secured simply by the prospect of more assured

employment (which follows in any case from the ac-

tivity of trade) without a rise in wages. It may be only

when this source dries up that firms will be forced to

raise wages, with the object, at bottom, of compelling

their weaker competitors to relax their demands on the

labour market.

)

CA similar (though possibly less prolonged) lag is

probable (when demand falls off. A firm will not lower

wages until it feels sure that it can get at a lower rate

all the labour it expects to require for a considerable

period in the future. This implies, not only that the

firm in question expects a 'period of quiet trade, but

that it can rely on its competitors’ demands also being

lowerthan they have been in the past. If it lowers wages

before this, it will have to reckon on the likelihood

of its low-wage policy picking out the least efficient

men in the market, who will know that they have a

better chance of employment with the low-wage firm

than with its competitors. So long as any attention is

paid to the quality of labour (and even in the lowest

grade of casual market some rudimentary selection is

usually practised^) this is a risk which will not easily be

invited.

Qlut although wage-rates, even in casual trades, are

capable of resisting for a little while an abnormal ex-

^ Beveridge, Unemployment^ pp. 83, 86.
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cess of supply over demand, they probably do fall

more easily than they rise. This is mainly due to the

familiar fact that while it is very easy to become a

casual labourer, it is much more difficult to stop being

one.'^The gate into casual employment stands wide

open, and can always be entered by the unemployed of

other trades. The way out is much harder.Clhe casual

labourer has often acquired habits which diminish his

usefulness to the employer of regular labour; he is

usually unlikely to have acquired savings which enable

him to move into localities of developing industry.

Thus, although a considerably increased demand for

casual labour must raise wages, the efiect may well be

belated, and possibly small. ^ ^

IV

U‘Regular” trades^those in which a man does not
frequently change his employer—tare regular because
for them there is an economy in regularity. This
economy must be found in the fact that experience in

working for a particular employer makes a man more
useful to that employer; he gets to understand the
particular sort of work his employer needs, and also

the personal idiosyncrasies of his employed (or, in a
large works, the manager or foreman under whom he
works directly). Simply because a man has worked
for a time with a particular employer, he becomes

1 If other industries share to a wide extent in the activity of the casual
industry, the delay may be much reduced. Greneral unemployment is low;
the reserves which can be drawn into the industry are much harder to find;
oven an exodus out of the industry is not impossible, since in times of boom
employers are less particular whom they employ, and the ex-casual labourer
may find it more possible to get a footing elsewhere. Some delay in raising
wages there may be still; but it will not be more marked than the delay in
reducing wages when trade falls of!.
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more useful to that employer than another man would

be, even a man whose initial qualifications were just

as good, so that, if neither had been engaged before,

it would be indifferent to the employer which he took.

(This special advantage of maintaining the same men
in the same business is, of course, most marked in

the higher, more responsible, and more skilled grades

of labour; but it is not altogether negligible even in

lower grades.*)

If “regularity” is associated with, and is largely

due to, an advantage which accrues to employers if

they can maintain the same men in their employment,

Vit also brings about a similar advantage to workmen
if they can continue to work for the same employer."')

(^If a workman is to continue long in the same employ-

ment, he will find it convenient to live near*his work,

and once he has come to live in a place specially chosen

so as to be near some particular employer, he is likely

to incur quite significant costs if he moves. On both

sides, therefore, there is an economy in maintaining

the mutual relationship ;’^and this economy appears

to reintroduce into the most regular and settled trades

those elements which we saw to make for indeter-

minateness in the isolated bargain.

But this “indeterminateness”, instead of making

the determination of wages haphazard, has precisely

the opposite effect. (Jt greatly enhances the stability,

or “rigidity”, of wage-rates. 'If an employer’s need for

a particular labourer falls, he is the more chary of

reducing his wages, because he would be unable to

carry out a threat of replacing this man by another

without considerable inconvenience. If a workman
hears that he could get better wages elsewhere, he is

the less likely to use this opportunity as a lever to
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demand higher wages from Ins employer, because he

knows that he cannot take action to back his claim

without considerable trouble and expense. Once,

therefore, a wage is established, it is likely to stand up

to minor fluctuations of demand and supply
;
it is only

when the pressure passes a certain point that wages

will be altered. )

i It is convenient to analyse the working of a regular

labour market by taking the case of a rise in the

demand for a particular class of labour, and examining

m detail its probable eliect on wages.^(The contrary

case of a fall has already been discussed in the pre-

vious chapter, and so needs less attention here.)

Sujrpose the demand for the product of that labour

to increase; the new defnand is likely to be con-

centrated at first on a limited number of firms, who
find more orders coming in. Now the action of these

firms will depend on their expectations, whether they

expect the change to be temporary or permanent. If

an entrepreneur interprets an increase in orders to

mean that ordinary orders have been anticipated, he

will make no serious attempt to speed up production

to meet the new demand. A. short oscillation may thus

have no effect on the demand for labour. If he inter-

prets it as an additional demand, but an addition

which he does not expect to last long, he will probably

work overtime, or, if this is not enough, he will pass on
some of the orders to other firms, either directly, or

indirectly, by raising prices. In some cases, of course,

he will take on extra labour, but since he requires it

only temporarily, he will not trouble much about its

quality, but will take any unemployed man who will

come, and who is more or less fitted for the work.))
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It is probably tbe case that any increase in demand
will be met at first in one or more of these ways. (To

assume that a change is temporary involves less ad-

justment than to assume that it is permanent.) Those

are the lines of least resistance. CBut if the increase

continues, these methods will usually be abandoned.

Overtime is expensive
;
no one likes to lose trade which

could have been secured; to use labour of inferior

quality is often expensive too. Once an employer looks

for a continuance of good times, he will normally

reorganise his works, and expand his demand for

labour of normal quality, which is what matters.)

(This reorganisation itself may take time. If the

firm has been working at full capacity, an expansion

may involve building operations or the installation

of new machinery. We have to reckon with a probable

delay between an employer’s decision to expand his

works, and the increase in labour force which follows

from it.*^
'

( Now whether this increase in labour force involves

a rise in wages depends, not on the circumstances of the

particular firm, but on those of the whole industry, or

at least so much of the industry as is within fairly easy

reach of the expanding firm. Particular firms may
expand even when the whole industry is in a stationary

condition, but their expansion need hot force up wages

if they merely absorb those men who have been

thrown out by others'!^ Probably the normal process

is for an expanding firm to seek labour through the

usual channels, telling foremen to tell their friends,

and such haphazard methods, by advertisement, or

(nowadays) through Labour Exchangcs.(^At first it

will not be difficult to get men of reasonably good

quality, but after a time the supply at the old rates
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will dry up. At this point the expanding firm may
take the initiative in offering higher rates, but more

probably applicants for work, realising the market

is now getting tight, will demand higher rates. Indeed,

the applicants may very well prove to be men who

already have a job, but are willing to move if it is made
worth their while. In one or other of these ways the

wages paid by an expanding firm must ultimately rise.'^

The next stage is for the rise to be diffused through-

out the industryjf^Thc attraction of high rates will

set in motion a gradual flow of labour from less active

to more active centres of trade. But before a man moves

to seek work on the better terms offered elsewhere, it

is reasonable for him to try and get better terms with-

out moving. His first step will be to demand a rise

in wages from his present employer^

Uf that present employer is also doing well) the rise

is very likely to be conceded. A time of active trade is

the last moment when he wants to^^iose good workmen.

But once the adventurous, who have r^lly considered

moving, have been given th^ncrease, it must generally

be extended to other workers in their gxade.)For al-

though an employer guess that some of his men
are not in a positiorhtp'carry out a threat of moving, he

will hardly be a^le'to examine their cases in detail and

distinguish betviPSen them. Fm^her, such discrimin-

ation would lead t^ extremely bad feeling. The “un-

fairness” would almost certainly diminish the efficiency

of those men who v^ere left out.

Qrhus, once one or two firms have found it necessary

to raise wages, the rest of those who are in a prosperous

condition must follow. But what of those firms who
have not shared in the general prosperity? They will

presumably refuse to raise wages, or will try to make
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the rise as small as possible. This involves losing some

of their men, who can only be replaced, if at all, by

others less efficient. Here there will be a real move-

ment of labour, due, of course, to a real shifting of de-

mand from one set of firms to the other. The less

prosperous firms will be faced with smaller profits if

they raise wages—with less efficient labour, and so

again smaller profits, if they do not raise wages. In any

case their position becomes progressively unfavourable.^

V

iQSince the general rise in wages depends upon the

action of workmen, on their moving from one employer

to another, or on their consideration of the possibility

of such movement, it is easy to see that the trans-

mission of an increase must be a slow process) Indeed,

it is so slow that it is not by any means confined to

periods of spectacular development of the demand for

labour in particular trades or areas, but is going on all

the time. CThere can be little question that this slow-

ness is largely responsible for those local differences in

wages which present a picture of such bewildering com-

plexity in many trades. 'V? '

{Even in a position of equilibrium, some local difier-

ences indeed would probably persist. Some are due to

differences in the cost of living, . some to the indirect

attractions of living in certain localities, some are

simply due to differences in efficiency. The conditions

of equilibrium postulate no more than that the “net

advantages” of employment in different places must
be equal for labour of equal efficiency)

It is extraordinarily difficult, when examining
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actual statistics of wage-rates, to disentangle the

effects of differences in “other advantages” from the

effects of immobility. Yet sometimes it can be done.

The way in which agricultural labourers' wages used to

be “zoned” round a developing manufacturing centre

in the early days of the Industrial Revolution has been

worked out by Dr. Bedford. This is exactly what we
should expect under conditions of incomplete mobility.

“In Lancashire it had been observed, so early as 1794,

that the rate of agricultural wages was in inverse

proportion to the distance from the manufacturing

centres. At Chorlcy a common labourer got 3s. a day

with ale; at Euxton 2s. or 2s. 6d.
;
at Eccleston Is. 6d.

or 2s.; whilst at Mawdsley and Bispham labourers

could be got, even in harvest time, for Is. 2d. or

is. 4d”.^

The same tendency can be traced, though rather

less clearly, in the apparently bewildering confusion

of varying local rates which marked the building trades

before the war.^ London rates were higher than the

rates anywhere else in England, and although this is

partly accounted for by the high cost of living, that is

certainly not the whole explanation. For the regular

influx of building-trade workers into London is a well-

known phenomenon. It is ah ancient custom of the

London builders to train relatively few apprentices, and

to rely on the influx to keepi up their supplies of skilled

labour.®

Throughout the country there was'* to be noticed a

high degree of correlation between the pumber of men

^ Redford Labour Migration tn England, p» 69.

2 Of course these weio Trade Union rates, so that the elements of Trade

Union strengtli and Trade Union policy cannot be neglected,

2 Dearie, Ummploymmt in ilio. London Building Trades (1908), p. 101.
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employed in a district and the level of wage-rates there.

Where much building was going on, many workmen

were required, and wages were high.

Those two examples will suflioe to illustrate a very

obvious and simple thing. (The movement of labour

from place to place is insufficient to iron out local

differences in wages. But the movement does occur,

and recent researches are indicating more and more

clearly that differences in net economic advantages,

chiefly differences in wages, arc the main causes of

migration.) The labour market is not a perfect market;

the equalising forces do not act quickly and easily, but

nevertheless they do act.

C Just as wages within a single trade are subject to

the equalising force of movement in search of better-

ment, so are wages throughout a nation. Even within

a trade, the equalisation is not completely effective;

between trades it is much less effective. For between

trades the obstacles to movement are much greater;

and also the probability that differences in wages

correspond to differences in ability is much more
serious. Wages may rise very high in one occupation

because of large demand for the kind of service there

given; and they may remain high indefinitely, because

the number of people with natural aptitudes for that

kind of work is limited.) The earnings of doctors are

higher than those of postmen, largely because of the

long training which is required of doctors and which

comparatively few people can aflord; but probably

also because comparatively few postmen would make
good doctors even if the costs of training were removed.
(And so we cannot expect that the movement of

labour between trades will be very effective in equal-

ising wages, or even in equalising the net advantages of
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different occupations.) Even if movement was easy, it

would not iron out all tte differences. As it is, move-

ment is far from easy.

( Tile supply of labour can adjust itself to exceptional

differences in wages between trades in two ways : by an

actual transfer of adult workers, or by a deflection of

the supply of juveniles. Every year a certain number

of the people working in each industry pass out of em-

ployment on account of old age and death; and in a

normal industry their places are taken by juveniles

fresh from school. The least wasteful way to meet a

shift in demand from one industry to another is to cut

off the supply of juveniles to the first industry and

direct it to the second. Any other way involves a

sacrifice of acquired skill and experience, )

But although this is the least wasteful way,^it does

not follow that it will naturally be adopted unless

special encouragement is given to it. Young people

entering industry are probably less influenced by wage-

rates than adults are. A kind of work which is attrac-

tive and easily accessible-from their homes may easily

get recruits even if the wages it offers are relatively lowr-j

Even the question of wages itself does not always pre-

sent itself to them in a form which corresponds closely

with the true demand. (A trade may require labour

badly and so promise high rates—^ultimately
;
but if it

is a skilled trade, it will not offer them at once<!(A boy

may easily prefer a less skilled “blind-alley” occupation

which promises relatively high rates in early years

although the ultimate prospects are far inferior .

}

.(Actually, although in normal times the deflection

of juveniles is probably the principal way of adjust-

ment, there can be little doubt that the supply of

labour to different trades is adjusted to a very con-
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siclerable extent by a transfer of adult workers. In the

case of tke less skilled trades, where the period required

for a new man to work up to full efficiency is short, such

transference is fairly easy. And these are, after all, the

great majority.

)

^
Again, some of the more skilled trades fall into

groups. Within such a group the trades are distinct,

but the kinds of skill they require have much in com-

mon. If a man moves from one to another of these

trades, he forfeits some elements of his special acquired

skill, but other elements he can still put to useful pur-

pose. He is in a favourable position to learn the new

trade more quickly than other men would do. If a

considerable divergence between the wages paid in

different trades, which are allied in this way, were to

develop, movement would undoubtedly take place to

some extent. Thirdly, transference from a skilled to

a less skilled trade is always possible. In one sense,

indeed, this sort of transference is always happening,

and is a regular, if unfortunate, characteristic of the

labour market. A certain proportion of the men who

have been trained for a skilled trade usually prove un-

suited for it. They find it difficult to earn standard

rates, and drift into intermittent unemplojunent.

Sooner or later they see that they would do better by
flying lower, and they go over to some less skilled

occupation, where they have a better chance of regular

employment.

}

But this sifting-down of the failures has little re-

lation to the forces determining standard rates. How-
ever, when a skilled trade undergoes a permanent or

long-continued decline, the road does stand open for

men of normal efficiency to move into less skilled, but
more urgently needed, occupations.
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^In all these ways, then, there is in a free market

some considerable degree of mobility between trades.

And since there is mobility, we shall expect to find (to

a lesser degree, no doubt) the same sort of relation be-

tween rates as we found within an industry. If wages

rise in 6ne industry, the possibility of movement to-

wards it will usually exist. And this possibility, hardly

realised, perhaps, but vaguely present, will set on foot

demands for a rise in wages elsewhere. If other indus-

tries are sharing in the prosperity of the first, they will

concede the rise. If not, they will refuse it, and there-

fore tacitly assent to a beginning of the transference of

labour.^

Activity in one trade often leads to activity in

others. (All industries share to some extent in times of

good trade, and all alike sufier from bad. Thus while

wages may rise in one trade from causes peculiar to it

alone, this is not often the case
;
and similarly for a fall.

If the possibility of movement sets on foot demands
for a rise in wages, the fact of simultaneous activity

often makes it possible for the demands to be granted.

If the fact of simultaneous depression sets on foot

demands for reduction, the possibility of movement
towards that trade makes it more necessary that the

demands should be conceded. ^

(Potential mobility is the ultimate sanction for the

interrelation of wage-rates. But it is a sanction that

need not be continually used. If, when movement is

possible, wages do not move together, the sanction will,

slowly and ponderously indeed, begin to operate^ But

it is improbable that the sanction is always in the minds

of those who are actually concerned with changing

rates. That certain rates move together—or, at least,

that the change of one gives a prima facie case
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for a change in the other—becomes a matter of

custom.

“Before the war the economic changes to which

wages had to be adjusted were gradual. Rates of

wages, therefore, had a high degree of stability, and

the relations between wages in allied or neighbouring

occupations were equally stable. Wages, it may fairly

be said, constituted a system, since there were well-

understood rates for most occupations; the relations

between these were stable and generally accepted,

and a change in any one rate would prompt demands

for a change in other rates. This is just what we

should expect.

(The “system" was not by any means simply a

product of Trade Unionism. Even in a perfectly free

market wages must work in something like this way.

Demands for a rise in wages come, in the first place,

because a rise appears to be “fair”. And the principal

motive in an employer’s mind when he concedes

such a rise may be a desire that his wage-policy should

snot appear to be an “unfair” one. The same argument

which is used by the workmen to support their claims

for a rise is used by employers to justify a reduction.

But although this appears to be the motive for

a very large proportion of wage-changes, it is not

their real reason, ^hese rules of fairness and justice

are simply roug^.-and-ready guides whereby the

working of supply" and demand is anticipated. That

they are not perfect guides is shown by the fact that

they are so often broken. If an employer is not doing

well, his men may indeed demonstrate to him that a

rise would be “fair”, but he will nevertheless refuse

it, and compel them to have recourse to their further

^ Clay, Problem of Industrial Melations, p. 74,
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sanction—to leave him. Tf an employer wishes to

expand his business, he will have to pay higher wages

in the end, however much he may grumble that tbs'

rise is "unfair". It is only in an equilibrium market,

or in a market so nearly in equilibrium, that its

changes can leave wages unafiected, that perfect

"fairness” of wages can always be preserved. Any

change, even those most desirable changes of a pro-

gressive community, must always create a certain

amount of “unfairness.”'

J

VI

If an employer refuses a demand for a ri.se in wages

made on the ground of fairness, because he does not

consider that it would be profitable to go on employing

the workman m question at the higher wage, then,

although his conduct may be grumbled at, it is not

susceptible of valid economic criticism. It is perfectly

open to the workman to leave him; if he does not

do so, the presumption is that costs of movement
(which may be quite personal to the workman himself)

prevent transference to the place of expanding employ-

ment. Thus if employers are in any way compelled

to give way to claims of this kind, the result must be,

at the best, that the man dismissed can only regain

employment at a net sacrifice.t)But although this

^ We shall see later on that much uf Trade Union policy is simply an
attempt to carry these principles of “fairness” further than they will go in

an unregulated market.
2 C/. Pigou, Economics of WelJaiCy 2ad od,, pp. 622-527. The term “fair

wages” IS used above m a much looser sense than Professor Pigou’a, His
precise definition is devised with the object of defining an “optimum” dis-

tnbution of labour, but since this is not our present concern, it seems better

to preserve the wider connotation given to the term lu actual practice.

Piofessor Pigou’a approval of “interference to raise unfair wages” when
the unfairness is due to ignorance, is irrelevant to our hypothesis.
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means that a certain amount of ‘’unfairnoss” is a

necessary concomitant of economic change, this is

not to say that it is impossible for “unfairness” to

arise which has less excuse. (Jt is conceivable that an

employer, faced with claims for a rise on the ground

of fairness, might refuse, not because he could not

grant the rise without dismissals, but because he

believed that he could retain a considerable number

of men without raising wages, and the gain to him

from the low wages paid to these men would exceed

the loss ho would incur from the contraction in employ-

ment. In fact, he might prefer to act as a monopolist

with respect to the labour he employs, and “exploit”

that labour.^ ^

VThis is a real possibility which we cannot afford

to neglect. But in estimating its importance there are

two things which must be borne in mind.

)

(l. Exploitation is just as probable, if not more
probable, in better-paid as in worse-paid trades. It

is, in fact, extremely improbable that exploitation has

much to do with the grosser scandals of the labour

market. The extreme cases of poverty and low earnings

have usually arisen, not in regular trades, where the

peril of exploitation is admittedly present, but in those

trades which we have classified as casual, in the widest

sense. But in casual trades, competition is generally

quite sufficiently intense to prevent any possibility of

exploitation. Casual labour is often badly paid, not

because it gets less than it is worth, hut because it is

worth so appallingly little.^

C 2. The loss of labour, which an exploiter must face,

will not usually be a single disaster, over and done
with as soon as the first loss is over. That first loss

1 l?igou, Economics of Welfare, 2nd ed., pp. 527 534,
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may indeed be quite small, so that Jiis initial position

inay be distinctly favourable Jiut tlie loss will go on.

The circumstances in which men live arc continually

changing, and everyone finds it easier to move at

some times than others. Opportunities for movement
will come to others of his men, and slowly his original

labour force will contract. The places of these men
can only bo filled, if at all, by others loss efficient, for,

unless he is very lucky, these are all he will get at

the wages he is offering. Besides this direct movement,

there is the normal wastage of labour. Men grow old

or leave him for other reasons than the wages offered.

These again he will be unable to replace.

A point must come when the decline in the effi-

ciency of his business outweighs the advantages gained

from exploitation. And when this time arrives, it,^

may be too late to save the situation by a change m

'

policy. ) c'

(Anticipation of this course of events must usually

be sufficient to deter employers from any considerable

use of the power to exploit which undoubtedly lies

in their hands on occasion. It may sometimes even be

sufficient to deter them from a quite temporary ex-

ploitation, which they expect to abandon after a short

while. For when a man thinks of changing his employ-

ment, he looks, not only at the wages he is to receive

at the moment, but at his prospects. And he judges

his prospects on what has happened in the past.j

( The po,ssibility of exploitation thus depends on

two things : on the ease with which men can move, and

on the extent to which they and their employers con-

sider the future, or look only to the moment. The

more difficult men find it to change their employment,

and the less experience they possess on wliich to fore-
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cast the future, the more opportunity for exploitation

there will be. Thu.s in earlier ages, when communica-

tion was bad, and when repressive enactments re-

strained the mobility of labour, the possibilities of

exploitation were considerable; and the same is doubt-

less true of some of the more backward countries of

the modern world. But communications have gener-

ally improved with the rise of industrialism; and direct

legal impediments to mobility are so obvious a hin-

drance to the growth of wealth that they have gener-

ally disappeared—within national areas) In the first

stages of industrialisation, improved mobility may
•conceivably have been offset by lack of experience

of the conditions of an unfamiliar employment; but

at the most this can have been only a passing phase.

It is very hard to believe that the exploitation of

labour, in the strict sense considered here, is likely to

be a serious social evil in advanced industrial states.

" ^hexe is, however, one kind of exploitation whose

feasibility appears at first sight to have been increased,

^
rather than diminished, by economic progress. Al-

/' though (apart from institutional obstacles, of the kind

we shall consider in our second part) the difficulties

of movement from place to place have been diminished,

the increased specialisation of labour has had some

tendency to increase the difficulty of movement from

trade to trade. (Of recent years this has to some
extent been offset by the increased specialisation of

macliinery, which has reduced the need for highly

specialised skilled labour.) At the same time, the in-

creasing advantages of large-scale production have
made it more possible than before for a single firm to

monopolise a whole industry. If cases can be found
where a particular skilled trade is specialised to the
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performance of labour required only by one firm, the

members of that trade are peculiarly liable to exploita-

tionJ
^Where an employer is a monopolist, not only with

respect to labour, but also with respect to his cus-

tomers, the limitation of the supply of labour which

will follow from an attempt to pay specially low wages

is particularly likely to pay him. Yet simultaneous

exploitation of customers and employees is a peculiarly

dangerous policy. So long as the monopolist is exposed

to any sort of potential competition (as what private

monopolist is not?) exploitation of skilled employees

is so likely to drive them away, when they may offer

themselves as a most convenient basis for the ex-

pansion of a rival, that it will be worth his while to

go some distance to avoid this danger. In fact, it

is much more likely that a private monopolist will feel

it prudent to offer his skilled employees a share in his

monopoly gains than that he will ask them to con-

tribute. )
When the monopoly is not a private

‘

'economic

monopoly", maintaining itself by superior efficiency

and the economies of large-scale production, but a

legal monopoly, protected by the State, there is much,

less reason for such prudence. But when we come to

State employment, or semi-State employment of this

kind, criticism is baffled. The higher the wages paid,

the better (on the whole and in the long run) will be

the service rendered; and vice versa. Yet there is no

direct means of telling whether the better service to

the community is worth the extra cost. Since the

benefits are obvious, and the costs are indirect and for

a long while much less obvious, democratic States are

peculiarly liable to indulge in long periods of extrava'
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gaacBj and then, when the bill comes in, in fits of

indiscriminate and often misdirected parsimony.

¥II

ClTlie results of this chapter have reinforced and

fortified the conclusion of our first: that there is no

necessity whatsoever for the wage a man receives at a

particular moment to equal his marginal product. In

so far as that term “marginal product” can be given

any sense at all in a changing community, it can only

moan the wage a man would ultimately receive if the

fundamental conditions of equilibrium—the number of

people in the market, their tastes, their ability to

labour, and the property they possess --were made
eternal as they exist at the moment, and the process of

settling down followed to its furthest limits. This mar-

ginal product is a regulator of wages, but it does not

determine their precise magnitude. For the marginal

product of a man’s labour, defined in this way, changes

incessantly, and wages do not incessantly change.

Sometimes the wage must fall below the marginal

product, sometimes exceed it. But any such difference,

if it is maintained for long, slowly bends wages to meet
the new situation. The forces elucidated by equili-

brium analysis are the forces which, in nearly every

case, cause wages to change’lJ

Like Professor Clay, we must conceive the wages of

labour (at least over a very large part of the labour

market) as a “system,” a system with considerable

internal stresses of its own. (As economic conditions

vary, they bring about changes in the system, but ex-

ternal changes have to xeaclr a certain magnitude and
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a certain duration before tliey can break down the in-

ternal resistance. Some of these variations in economic

conditions are what seem fortuitous; changes in taste,

for instance, are often fortuitous from the point of view

of the economist, since their origins lie outside his field

of vision. Some, however, are not fortuitous in this

way, but arise from the fact that a particular wage-

system has effects peculiar to itself on the slow-moving

ground-swell of the economic world—that it influences

the distribution of labour, and stimulates or discour-

ages the accumulation of capital, in a way of its own.

Any change in the wage-system must influence these

slow-moving tendencies, and they in their turn react

on the wage-system. In the freest of markets such

actions and reactions go on; they are what we call

economic progress. But to some extent it is possible

to deflect the wage-system from this regular course,

and make it follow a path, which is not the resultant of

millions of separate desires, but the fruit of conscious

policy^ The working of such control will be our con-

cern in later stages of this enquiry.

Before we can pass on to that subject, there are

still some respects in which our study of the com-

petitive labour market needs to be extended. First, we
must drop the assumption with which we have gener-

ally worked up to the present, that the amount of work

a man does in return for his wages can be treated as

given. It has not indeed always been possible to hold

rigidly to this assumption, since we have been obliged

(for reasons of convenience) to take into account the

way in which personal relations between employer and

employed (the content or discontent of workmen) may
influence the efficiency of a business, and therefore the

wage-policy of employers. But this is only one of the
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ways in which variations in the individuahs supply of

labour may affect the determination of wages. The
other ways must be our concern in the next chapter.

Secondly, it is convenient to insert at this point an

examination of the way in which we may expect the

general forces of economic progress to affect the aver-

age level of wages. This is one of the most important

sets of deductions which we can draw from the general

marginal productivity theory; and in addition to the

considerable intrinsic importance of the subject, it will

be found a convenient background against which to

place our later study of the effects of wage-regulation.



CHAPTER V

INDIVIDUAL SUPPLY OF LABOUE

I

(When an employer liires a workman, he buys work.}

The wage he is prepared to pay—the price he is pre-

pared to give—depends on the amount of work—the

amount of the commodity bought—he expects to re-

< ceive in return. (Other things being equal, a more
j

efficient workman ofiers more “work'' than a less
j

efficient; and he receives higher wages in consequence, i

In our earlier discussions, we have assumed these

other things to be equal, so that the amount of work

offered by each man is something fixed, depending on

the nature of that man, but not on the conditions on

which he is employed. It is now time to drop this con-

venient simplification. The amount of work a man does/

is partly a matter of choice, and the amount he chooses!

to do depends on what he gets for it; if he works 1

under superintendence, the conditions of this super-

intendence also affect the amount of work he does
;

>

and further, his ability to work may be affected by the

wages he has been in the habit of receiving in the past. i

A change in the amount of work offered, arising from

any of these causes, will affect waggs ; but it is not only'*

for their effects on wages that we must examine these

reactions through the amount of work performed. The

amount of work a man does, and the conditions under

which he does it, are themselves matters of independent
89
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interest. The]'' are part of liis wage-contract with his

employer; they determine, simultaneously with his

actual wage, the degree of benefit he derives from his

employment.) The improvement of the conditions of

labour is as much a desideratum of social progress as

the simple raising of wages.

But before we can go on to examine these reactions,

there is one preliminary question which must be

settled. Cwiiat exactly' do we mean by a variation in

the amount of “work” or “labour” a man performs?

How is it to be mcasured?M change in the effort^a man
put.s^into his work will affect the disagreeableness (or

agrccablcness) of that work to him; and it will also

affect the value to his employer of the work he does.

But it is by no means certain that it will affect these

two things in the same direction; it is even less likely

that it will afl’cet them to the same extent. ' Along

which of these lines arc we to seek for a measure of the

quantity of labour supplied? There can be no question

that it must be the second i^Tlie benefit derived by an

employer from a particular man’s work is a benefit

capable of transference, since the work might have

been done for another employer. It is the actual ser-

vice performed by the labourer which is bought and

sold, not the sacrifice he endures in order to perform

that service, or the effort he expends in doing it. ")

^^'(jSTow the direct services performed by a single

labourer are often very heterogeneous, and when he

works “more,” it is often not by doing more of a

particular service, which could bo added arithmetically

to the collection, but by reasserting the services he has

been doing in a complicated fashion, which, however,

• So far AS the degree (aa opposed to the direction) of a change in subject

ti\o cost is measurable at all.
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results in a collection preferred by his employer. Even
in the case of those men who are engaged on repetitive

operations, with whom an increase in their supply of

labour does seem to reflect itself directly in an increase

in output, there is no guarantee that the increase in

labour supply can be considered to be proportional to

the increase in output; for, on the one hand, an in-

crease in quantity may be accompanied by a fall in

quality, and, on the other, the increase in output is al-

most certainly due in part to the co-operation of other

factors of production.
J

Crhis difficulty cannot be overcome without making
reference to the general system of prices ;)and since we
must make this reference, the validity of the solution is

inevitably naxi’ow, and only to be made use of with

great care. The only way is to use the account given in

Chapter II of the determination of wages in equili-

brium, ''When allowance is made for differences in

capacity among labourers. (^We assumed there that the

efficiency of each labourer (the amount of “work” he is

prepared to do) was given, and then showed how in

equilibrium a scale of wages would be constructed, so

that a man of higher efficiency would always get higher

wages. If we suppose a labour market to be in equili-

brium, and consequently a scale of this sort to be

established ;Mf now wo suppose the ability of one

labourer to change (or the effort he expends upon his

work to change); then in the new position of equili-

brium which results from this change, the position of

this labourer on the scale will be altered. can best

define an increase in an individuars supply~Qnabairr~/!

by ifcs results; if he supplies more labour, while other

things (the remaining fundamental conditions of

equilibrium) remain the same, his equilibrium wage
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will rise; if he supplies less, his equilibrium wage will

fall. 1

long as we are dealing with a strictly competitive

system, so that the change in one man’s conduct is in-

sufficient to have an appreciable effect on the wages of

other men, or on the prices of commodities, we can

assert, without any danger of awkward consequences,

that the change in that man’s supply of labour is pro-

portional to the change in his equilibrium wage.^ This,

as an exact definition, does give us practical results of

the same kind as the looser conceptions commonly in

use.'df^a man’s abilities increase, if he works harder

{successfully works harder), or if he works longer hours

which have no detrimental effect upon his efficiency,

his equilibrium wage will rise, and in all these cases it

is perfectly natural to assert that the quantity of labour

he simplies has increased.)
'

v^^t of course this is not to say that if a large num-
ber of men simultaneously increase their supply of

labour, then their equilibrium wages must rise. It is

perfectly possible that separate individual action of a

certam kind might increase a man’s wages (at the ex-

pense, if we like, of an infinitesimally small reduction

spread over the wages of many others), yet, if a large

number simultaneously acted in this fashion, the loss

would outweigh the gain.)

(jn the case of repetitive work (provided that we can

leave out of account the possibility of substitution, or

change of method), the change in a man’s supply of

labour becomes proportional to his net output. This

again is perfectly consistent with common usage.

)

Clf we remember these limitations, it is perfectly

possible to treat “labour” as a commodity consisting

of discrete homogeneous units, for which therefore
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there are well-defined curves of supply and demand.}

Jt is decidedly convenient to do this when treating

some special problems; but it is a method with very

considerable dangers, which can only be avoided if we
think back our arguments into a more cunabrous but

more realistic form as frequently as possible.’* )

II

^ Changes in the individual’s supply of labour may
arise from any of three kinds of economic cause:

(1) they may result from a change in the conditions

of labour fixed by the employer or agreed upon be-

tween him -and the labourer (of these the most impor-

tant is a chang^e 'in hours)
; (2) they may be the man's

conscious reaction to a change in the wage offered

(such as a change in piece-rates)
; (3) they may be the

unconscious result of his whole situation, including

the wages he has received and the work he has done in

the recent past. In modern industrial employment the

first type is very probably the most important. When
once the conditions of employment have been fixed, the

variations m supply of labour of which account still

has to be taken are relatively small. Nevertheless,

that they are not without importance is shown by
the advantages frequently derived frona the use of

piecework. Piecework enables such changes to be re-

flected directly and rapidly in the wages earned; al-

though in theory changes in the amount of work done

^ It may conveniently be observed hero that piecisoly the same kind of

difhoulty arises with other factors of production, paiticularly capital. And
the same solution, for all its limited validity, is the only solution possible.
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will affect wages under time-work, tliei’c can be no

question that the adjustment there is extremely slow

and imperfect. There arc considerable theoretical

advantages to be gained if we begin by ruling out these

difficulties
;
if we suppose that there are no conditions

of employment other than wages to be settled between

a man and his employer (that is to say, we are in fact

dealing with something like the “domestic system”);

and further if we assume (what almost follows as a

consequence of this) that wages are paid by the piece.

The amount of work a man does is determined, then,

partly by his ability, and partly by his relative

demands for income and leisure. Both of these may
be affected by his w^ages.^

( To take ability first. Higher wages may react

favourably on a man’s efficiency in several ways.

They enable liim to be better feci, and consequently

stronger; they open up to him new opportunities for

recreation and self-improvement;^ and, further, they

offer indirectly many of those advantages of increased

leisure with which wc shall subsequently be more
inimediately eoncernedj(Highor wages make a man’s

hours of leisure more genuinely hours of leisure, since

many of the fatiguing things a poor man must do for

himself, a better-paid man can have done for him by
other people.^A poor man’s wife and family are often

compelled to become wage-earners themselves. But
a rise in wages sets more of their time free for household

work.

J^'The influence of this reaction upon wages (and the

same of course applies to the other reactions which we
shall have to examine later) depends on the elasticity

of demand for labour. If for any reason wages are

falling, this will reduce the efficiency of labour to
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some extent, perhaps not at once, but at any rate

after a time. If the demand for labour is inelastic,

the reduced supply will actually check the fall in

wages per head
;
if the demand is elastic (the elasticity

greater than unity) reduced supply will accelerate

the fall in wages._>

(.The case of falling wages to which attention has

generally been directed in connection with this reac-

tion is the case of a "declining trade”j^declining be-

cause it has to meet some new kind of competition.

hew method of production, more highly mechanised,

or using a different sort of skill; the growth of industry

in other districts, or other countries, whose compara-

tive advantages are greater—these are the kind of

things from which such a prolonged decline in wages

may arise(\^JIow under these circumstances, just because

the decline is due to competition, we may be nearly

certain that the demand for labour will be elastic.

If the old trade can maintain its efiiciency, it will fight

its battle better; if its efficiency is impaired, defeat

will come all the sooner^

k^hus in this important caaie, the reaction of low

wages on efficiency will a,cce1erate decline. But it

will not only accelerate decline
;
it will make movement

from the declining trade more difficult) Thus it is

undoubtedly a cause aggravating the difficulty of those

redistributions of labour which are inevitable in a

progressive community, but which too often result

in a prolonged exclusion of considerable sections of the

community from the benefits of progress.

C’.'But although the reaction of wages on efficiency

complicates adjustments, it must not be forgotten

that its general effect in a progressive community

is highly favourable. Once the first step out of sta-
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tionaiy conditions lias been taken, rising wages pro-

mote rising efficiency, and these again rising wages.'

In this way, as in others, progress stimulates progress.

Wealth facilitates further accumulation. ^

It should not be inferred, however, that such a

cumulative process may go on indefinitely.Clhe wealth

of a community is determined not only by the effi-

ciency of labour, but also by its capital equipment

and technical knowledge. With given supplies of

capital, and given technical knowledge, there is a

definite limit to the possible rise m wages, and conse-

quently a limit to the possible degree of efficiency of

labour. If capital increases, or technical knowledge

improves, tlie direct benefits of this improvement

will be increased by an indirect effect through the

efficiency of labour. But probably that is alb,^

• ^.0?urther, when wages are low, a rise in wages may
improve efficiency very greatly; but there is in this

matter a law of diminishing returns. The diflerence

between a very low level of wages and one slightly

higher will inevitably be spent to a very considerable

extent on “necessities^—in the sense of things which

are necessary to keep a man in a fully fit conditi^.^

At first, indeed, while he is becoming accustomed to

a new standard of living, much of the increase may be

“wasted’", spent upon commodities with a merely

meretricious attraction, much greater to people who

have not been able to try them than to people

who have. But^f his standard of living has been so

low that his physical condition has seriously suffered

from privation, the greater part of an increase in wages

^ So long as we are concerned with wages in general throughout a progres-

sive community, there is no need to fear inelastic demand (see below, pp. 132,

240; also Pigou, Economics of Welfare, 2nd ed., p. 624).
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IS likely to be spent (possibly after an experinaental

period) on those things most needed to restore fitness.

A large proportion of a low wage is inevitably spent

on things which have an immediately favourable

reaction on efficiency.

But as wages rise, this proportion must decline.^

It is true that, even when a man has as much food as

he can eat, he can still spend money in ways that do

increase efficiency. But he can also spend it in many
ways that do not. It is a good thing that expenditure

should increase the pleasure of existence, but pleasure

and efficiency do not always go together. (Defter wages

have reached a certain level, only a few men will

spend any further rise upon things which promote

their efficiency as ivorkers. If the wages of a large

group of men are increased, there will nearly always be

some favourable reaction on efficiency
;
but the higher \

the wage, the smaller is that reaction likely to be.J)' I

III

(jhe other way in which wage-changes may react

upon the productivity of labour is by affecting, not

the workman’s ability, but his willingness to \york. In

.MMshall’s terminology, a man will work up to the

jpoint H^ere the marginal utility of the income he

derives from his work equals the marginal disunity

Im inrars in the effort to acquire it. If wages are

changed, the marginal utility of income will be

changed, and so the amount of work done must be

changed also in order to restore equilibrium’, }

(.It has sometimes been thought that a change in
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wages will always change the willingness to work in

an opposite direction; but there is no logical justifica-

tion for this view.^ If piece-rates fall, it does not inevit-

ably follow that men will be willing to work harder.

They may be inclined to work less hard.'^But it is

possible to distinguish to some extent the cases in

which we shall expect to find the one reaction or the

other.

^The expenditure of .income is largely a matter of

habit; and since there is a considerable amount of

inter-relation among different expenses, the adjust-

ment to a lower standard of living (apart from the

direct loss of satisfactions) is not an easy matter to

arrange. Some expenses, indeed, like housing accom-

modation, are arranged for over long periods, and a

change often cannot be made here without consider-

able trouble and expense in the adjustment. The use

of leisure time, however, once that time has passed a

certain minimum, is much less a matter of habit.

If leisure is to be used to advantage, it must yield a

good deal of variety. Thus about the use of leisure

there are fewer commitments, and if the work done

becomes less remunerative, it is easier to sacrifice

leisure than to sacrifice income. )

(]But in applying this argument, there are two things

which must be noted. First, although it suggests a

probability that a fall in piece-rates willbe’ followed

immediately by an expansion of output,H^i3 uncertain

^ SeoKol)bin3» “Note on tho Klaaticity of Lemand for IncoJae in Terma
of Effort” (Economica, June, 1930). In this article it is shown (by turning

round the individual supply curve of labour so as to exhibit it ^8 a demand
curve for income in terms of labour) that the only natural deduction from
the law of diminishing marginal utility is, not that the supply curve ot

labour must slope downwards, but that this demand curve for income must
slope downwards, l^he elasticity of demand for income in terms of labour

must be positive; but this means that tho elasticity of individual supply of

labour must be either positive or lie between 0 and -* 1

.
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if this expansion will be maintained. As time, goes on,

it becomes more possible to adjust expenditure to the

lower standard, and the attractions of increased

leisure are doubtless more deeply felt. Secondly,

although the argument applies to some extent to people

with all sizes of income, it applies most strongly

to those with low incomes. Larger incomes are less

stereotyped in expenditure; and a considerable part

of most large incomes is saved. Savings can usually be

reduced without any immediately awkward reactions

on the rest of expenditure; and other economies can

often be made without any very great sacrifice. vThus

although the reduction of a poor man’s wages may
generally make him willing to work harder (at least

for the time being) this is less certain in the case of

a rich man) Very remunerative work offers such prizes

as to encourage a great expenditure of effort on it

(it appeals to the imagination as well as to more

commonplace passions); if work becomes less remu-

nerative, it is not inconceivable that such men may
become less, and not more, willing to exert themselves

to any exceptional extent.

( So long as a change in piece-rates affects the supply

of labour in the same direction, no new problems

arise. The case is precisely the same as that we have

already studied when dealing with ability,, and this

reaction can only intensify the other. ^Ifdemand is

elastic, the change in wages will be accelerated yet

further; if inelastic, it will be checked. ,B'ut if, as

seems very possible in the case of manual labour,

the supply of labour is changed in the opposite direc-

tion, we do have a new situation. fall in the demand
for labour increases the supply, and piece-rates must
therefore fall more than they would have to do if we
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could leave this reaction out of account.?-,, But whether

total wages will fall more than they would have done

if the willingness to work had been unaffected, depends

upon the elasticity of demand for labour. If demand

is elastic, piece-rates indeed are lower, but income per

head is not lower. If demand is inelastic, income per

head will be further reduced by the increased output.

)

trillthough increased effort will reduce income when

demand is inelastic, it does not follow that the in-

creased effort will not be made. For, at the piece-rates

in existence at the moment, income will be increased by

extra effort; it is only when it has proved impossible to

absorb the increased supply of labour without reducing

rates, that there is any danger of a reduction.

have seen, the most important case of falling

wages with an elastic demand for labour is that which

arises when a trade is being contracted by the force of

some new kind of competition. Under these circum-

stances, the affected workpeople can maintain their

weekly wages to some extent by working harder. But,

this is not the end of the story. The increased effort,

as well as the lower wages, are likely, after a time, to

^ This appears to raise a disquieting possibility. With such a downward
sloping supply curve, is stable oquihbnum possible at all?

equilibrium is to bo stable, the sum of the elasticities of demand and
supply at the point of intersection of the two curves must be positive. Thus,
if the elasticity of supply is negative, the elasticity of demand must be greater

than the elasticity of supply with ^ts sign changed. All the elasticities of

supply with which we are concerned must lie between 0 and - 1 ; so that

stability is certain so long as the elasticity of demand is greajier than 1. It

is only if the demand for labour is inelastic that a difficulty arises, and
probably then only m cases of extreme inelasticity.

If time is given for readjustment, there can be no question that the demand
for labour m general is generally elastic. Ihero is therefore nothing in the
downward slope inconsistent with general equilibrium. The possible insta-

bility IS not a question of the general equilibrium of the economic system;
it is essentialiy a question of short-period adjustment, when, owing to the
lags in the redistribution of labour between trades, and owing to the obstacles
to rapid reorganisation of businesses, inelastic for labour are cer-

tainly possible. \
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have unfavourable effects upon efficieiicy. The final

level of weekly wages may therefore be rather lower

than that which initially resulted from the change._)

( The most important case of falling wages in which

we have good reason to expect that the demand for

labour will be fairly inelastic is that which arises from

temporary depressions in trade. If, in this case, falling

piece-rates are met by increased output, the result will

be to depress weekly wages still further. It is quite pos-

sible that if this tendency could continue indefinitely,

there would be no limit to the extent to which wages

could fall. But it must be remembered that a prolonged

and sharp fall of this kind will almost certainly drive

some workmen out of the trade; and even if this is

ruled out, the fall will ultimately be checked (in a

sufficiently miserable manner, it is true) by the reaction

of the low wages on efficiency.'^

But of course there is not the slightest reason to

suppose that this deplorable drama will be played out

on any but very exceptional occasions. The adjust-

ment of piece-rates to changes in the economic situ-

ation is itself not particularly rapid; and, although

theoretically a similar adjustment should take place

with time-rates, it will certainly be even slower. But

it is precisely in the very short run {while such adjust-

ments are being made) that an extremely inelastic

demand is most probable.fThe depression must last

long enough for considerable changes in rates (prob-

ably more than one change in rates) to be possible;

and yet the longer it lasts, the more likely it is that it

will be profitable to make adjustments in the organis-

ation of industry to meet it; and the more adjustments

which can be made, the less is the probability of

inelastic demand.J)
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,,^^urther, it is not at all unlikely tliat the expansion

of output will be checked by a suspicion on the part

of the workpeople that demand is inelastic—the super-

stition of the “work fund” may in this instance serve

a useful social purposed Finally, we have seen how in

times of depression “good” employers are likely to try

to maintain wage-rates
;
and we now see an additional

advantage which they may gain from doing so (whether

or not it has anything to do with their motives). By
maintaining the efficiency of their workmen, while

competitors are undermining the efficiency of theirs by

lower wages, they make up to some extent for the extra

cost imposed by their higher wages, and put them-

selves in a good position to reap further advantages

when trade recovers. Then their competitors will be

forced to raise wages again, but increased wages do not

at once lead to increased efficiency, and in the mean-

while the “good” employers are producing under a

definite advantage.® )

It would be possible to gO on for some time working

out special cases in which reactions through the indi-

vidual’s supply-curve of labour complicate wage-

problems. But there seems little to be gained from

doing this, since their practical importance does not

appear to be very great.® In the great majority of

^ Both thia reactioa and the next are only genuinely advantageous if a

recovery can be expected from external causes, without any adjustment ot

labour costa being necessary. How far general trade depressions are of this

type is a bitterly argued question, which cannot be examined hero. But per-

sonally I incline to believe that they are not.
2 The offeota through willingness to work of a rising demand for laliour

can be worked out in a similar manner. But it should be remembered in this

connection that, while an inelastic demand may remain inelastic till the
price falls downward to zero, the elasticity must ultimately increase if the
price nus far enough,

® One such reaction ought perhaps to be mentioned for a personal reason.
Just as past wages may affect the abil ity to work, and present wages the desire
to work, so it is conceivable that past wages may affect the desire to work,
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cases, the magnitude of these reactions is probably

small; in those cases where they do matter, they tend

usually to intensify those precise efiects which we had

already detected by simpler lines of reasoning. Some-

times, indeed, they may increase the evil effects of

fluctuations to a marked and important extent. Where

that occurs, it only points the familiar moral of the

need for mobility and adaptability if smooth working

of the economic system is to be ensured. But on the

whole, these reactions affect the shading, rather than

the outline, of our picture. We should need far more

accurate quantitative knowledge than wo possess, or

are very likely to possess, before we could derive much
advantage from a more prolonged study of them.

IV

When a man works under supervision, it is still

possible for him to vary to some extent the amount of

work he does according to his own choice. To that

extent the tendencies which have been described in the

preceding pages wall still operate. But there can be no

question that his freedom is much more circumscribed

than it would be under a “domestic system.” The

most important conditions determining changes in the

individuaPs suppl}'^ of labour are those which are laid

down by the employer, or settled deliberately between

if any of those past wages are carried over or saved, to act as a reserve in

the present period. This particular reaction I hold to be supremely unimpor-
tant; but since I was once led to express some views about itm the Economic
Journal (in order to meet certain arguments of Mr. SI. H. Dobb) it may bo

well to explain what is its place in relation to the present discussion (see

Econ, Jour,, June, 1930» pp. 227-228),
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the employe!' and workman; of these again the most

important is the length of the working dayd

change in wages does not always influence the

supply of labour in the same manner
;
and the same is

true of a change in hours. It is indeed true that the

immediate effect of an increase in hours must always

be to increase the supply of labour, and the immediate

effect of a reduction in hours must always be to reduce

it. But here again immediate and ultimate effects are

not always the same. Even if the hours worked have

been excessively long, their reduction will reduce the

supply of labour for the moment; but after a while it is

reasonable to expect that there will be favourable re-

actions on the ability to work which will offset the

first decline. Increased leisure means increased facili-

ties for rest and recreation; rest and recreation im-

prove physical strength and increase alertness
;
these

in their turn react upon efficiency. In almost every

case a reduction in hours will be followed by some

favourable deferred action of this kind
;
and in certain

cases the improvement may be great enough to restore

in the end the former output, or even cause it to be

exceeded.

)

If, for the present, we leave out of account these

transitional effects of changes in the length of the

working day,\afid fix our eyes only on the supply of

labour which will be reached when a given length of

day has been in force for some time, we inevitably

roach the conception of an “optimum.'’' A man who is

accustomed to working six hours will nearly always

i The classical statement of the theory of “hours” in a free market is to

Iks found ui ISir Sydney Chapman’s article, “Hours of Labour” {Econ.Jour,^

September, 1909). His arguments have been restated by Professor Pigou
[Economics of Welfare, bk. id., ch. vii,). Tliere is very littlo that needs to be

added to the conclusions of these authorities.
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produce a greater daily output tlian he would do if he

were accustomed to working four; but on the other

hand it is very likely that he would produce more at an

accustomed ten hours than at an accustomed twelve.

(^^erc will be some length of working day which, if it

were maintained, would yield a greater supply of

labour than any other, whether less or greater; and

this we may describe as the "optimum'''’ length of

working day—from the output point of view.

)

(...^fhe position of this optimum will, in all probability,

vary very greatly in different cases
;
it will vary with

the individual, with the kind of work, with the cir-

cumstances of work (with such things as climate, for

example). But a group of men working in a factory

will have an optimum, just as a single man will have.

Some men might turn out more if the hours were

longer, some men more if they were shorter; but if the

total output is maximised at a given length of day, that

length is the optimum.

)

length of day at which output is maximised

will be the length of day for which employers will be

prepared to ofier the highest wages (assuming, as

before, that the effects of any change on the general

price system can be neglected). But although this

“optimum” -working day will yield the highest wages,

it does not follow thab this output optimum is the true

equilibrium length. It the wage oflered, although the

greatest which could be secured by varying hours, were

still very low, then it is hardly doubtful that workmen
would look to that wage, and would be moved very

little by any other consideration. But if the wage were

not very low, then it is at least possible that a large

number of people would prefer shorter hours and

lower (weekly) wages to longer hours and higher wages.



106 THE TIIEOEY OF WAGES cu.

and since the regular and settled output would prob-

ably not be very greatly reduced by an appreciable re-

duction of hours below the output optimum, such

terms could usually be found. (Employers might find

it easier to attract labour by oliermg shorter hours

than by offering higher wages, so that the hours ulti-

mately established might be below the output opti-

mum. Of all the conditions within reach, these

might best satisfy the wants both of employers and

employed. '>

{Now, although this arrangement would, in the long

run, be the most satisfactory to all partiesj^t does not

follow that it would easily be realised in practice. As

industry develops, the strain to which workpeople are

exposed probably increases; rest and recreation be-

come more necessary
;
and thus the output optimum

length of day probably falls^ylf output is to be main-

tained at the maximum possible, hours ought to be

reduced. On the other hand, the development of in-

dustry brings with it higher wages and a raised stan-

dard of living. The desire for leisure and the willing-

ness to sacrifice income for leisure almost certainly in-

crease too; for without leisure the advantages which

can be derived from a higher income arc very limited.

.Jpf the equilibrium length of working day is to be

found, hours ought to be reduced below the output

optimum. ) ,

History gives us no ground for supposing that the

reduction takes place at all easily. The long hours

worked in the early days of the Industrial Eevolution

are notorious; they were reduced, it is well known,

mainly by State regulation and Trade Union action.

It was found, after they had been reduced, that “the

output of eleven hours' work might be greater than
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that of twelve’h^ Employers had been working at

more than the output optimum, without realising

it.

Probably it had never entered tlie heads of most

employers that it was at all conceivable that hours

could be shortened and output maintained. But .it is

clear that there were a few who had realised it.^Why

did they not reduce hours by their competition,

just as enterprising firms force up wages by their

competition? }
y(One reason, and perhaps not the least important,

iies in the technical considerations which usually make

it necessary for a change in hours to apply to a whole

establishment at once. It must, therefore, spring from

the employer’s initiative^ As we have seen, this is not

the case with a rise in wages. That comes mainly from

the initiative of workpeople, and may begin m a small

way, with one workman finding an employer who is in

great need of labour and from whom ho can thus ex-

tract higher wages. It need not come into the light

of day until it has gone too far to be stopped.

uPutCa man seeking work in this wav under such

favourable conditions cannot ask for reduced hours.

If he did, the employer would be likely to take it as an

attempt to dictate how his works should be run, and

his estimate of the man’s nei product would undergo a

very rapid depreciation.

)

yA reduction in hours must therefore come from the

initiative of employers (if it is not imposed from out-

side). AndCthere is a good reason why they should be

rather slow to take it. The immediate effect of reduced

hours must be to reduce output and increase costs.

^ Hutchins and Harrison, Factory Legislation, p. 122.

2 Robert Owen, for instance ; c/. op, p. 22.
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unless the reduced hours are accompanied by reduced

wages, and not only by reduced time-rates, but reduced

piece-rates, since fixed costs will, for the present, have

to be spread over a smaller output. But a reduction of

wages in the period of adjustment has to meet all the

objections against temporary wage-reductions which

have been discussed in previous chapters. It has also

to meet the further objection that the reduced wages

will militate against an improvement in efficiency, the

very thing to which the employer was looking for a

large part of his gain from the reduction in hours) 4.t
j

the best, wage-reductions will lengthen the period of

transition; at the worst, they will prevent the im-j

provement in efficiency altogether") An employer who
was sufficiently enlightened to undertake the change

at all would be very unlikely to want to push the costs

of the change on to the shoulders of his employees.

.^dt^if he does not reduce wages, he has to bear the

cost of the transitional period himself. His losses

during this period are a form of investment, from which

he hopes to gain later. But they are a very risky in-

vestment, since it must always be extremely uncertain

whether additional leisure really will improve output

in the end, and if so to what extent. It is not sur-

prising that the number of employers who are willing

to undertake investments of this kind is limited. They

can only be undertaken by those who are possessed of

adequate capital (no one could raise a loan for such

purposes) and they are at least only likely to be begun

by people of a certain kind of temperament.)Though
doubtless when these have pointed the way, others will

slowly follow.

There is, in addition to this, .af further difficulty .

(jVhen the transitional period is over, an employer has
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no guarantee that those men whose efficiency he has

improved will stay with him. The terms he is offering

to his employees are better than those oflered. by his

rivals; at least, they are better to a man in ordinary

circumstances. But a man's relative valuation of in-

come and leisure may change ;^nd if he is faced with

misfortune (for example, an illness in his family) it

often does change. {Although under normal circum-

stances he may prefer the shorter hours to a rise in

wages, he may not always prefer them. If he is in

difficulties the temptation to go elsewhere, to work

longer hours, but to offer his improved efficiency as a

claim to higher wages than are generally being paid,

may be irresi.stible. The first employer must then re-

place him with another man, whose efficiency has to be

worked up ;
and instead of reaping his expected profits,

he is faced with another period of loss. ^
spite of all these difficulties, it must not be

assumed that a purely competitive system is powerless

to reduce the hours of labour, so as to give the labourer

some of the fruits of industrial progress in the form of

increased leisure^Even the darkest days of the In-

dustrial Eevolution had their Robert Owen; and there

can be little doubt that since that time the number of

employers who are highly competent and adventurous

and at the same time sympathetic to the needs of

labour, has been on the increase. They can be relied

upon to do something to mitigate excessive hours; and
their success must induce’ others to follow their ex-

ample.(However, the struggle is not an §asy one. It

does seem probable that there are occasions when
interference to reduce hours may secure to large

numbers of workmen an increase in leisure at the cost

of a fall in wmges, which, nevertheless, seems to most
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of them well worth it
;
and it is also probable that there

are occasions, rarer indeed, hut quite real, when no

sacrifice in wages has to be called for) But, as we shall

have cause to see in greater detail at a future

stage of this enquiry, this is certainly not always

the case.'

i,(muc1i of what has been said about hours applies in a

similar way, but with less force, to other “conditions

of labour.” In many ways the work of a factory can be

varied, and devices introduced, which themselves add

to costs, but ultimately rpact favourably upon the

productivity of labour.*)C‘Breaks” in working time,

washing and recreation facilities, adjustments in work

so that it can be done sitting instead of standing, all

these things which are now considered to be the special

domain of the Industrial Psychologist, react ultimately

upon the efficiency of labour, and at the same time

make employment in a factory where they are used

more attractive. With them again there is usually

some gap before they improve efficiency, and the un-

certainty of retaining men whose efficiency has been

improved by them. So that there will probably be the

same delay in their application which is likely with the

reduction of hours. ^

CBut in one way these changes are easier than a

change in hours, for they can be carried out more

gradually. Experiments can be made on a smaller

scale, and thus the risk involved is less, )

Protection against dangerous work, a matter which

has bulked so large in Factory Legislation, stands of

course on a different footing. Competition is here less

effective than is desirable, but for a rather different

reason. Until a man has had experience of a certain
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kind of work, he is unlikely to know that it is danger-

ous, and then the damage is often done. And even

when the danger is known, most people are too in-

clined to suppose that>'they can escape dangers which

overcome others, y/



CHAPTER VI

Distribution and Economic Progress

I

The subject of this chapter is one of the most venerable

of economic problems. The effect of progress upon

j
distribution was a_q_uestion inevitably raised by the

Eicardiah tlieory of rent, and naturally it often en-

gaged the attention of the classical economists. But

we do not now need to go back to the classical econo-

mists; for we possess today, in the marginal pro-

ductivity theory, a much superior line of approach

to it. The marginal productivity theory is simply an

\ extension of the Ricardian law of rent; and it suggests

the problem as infallibly as its predecessor did.

Nevertheless, none of the modern treatments of

the problem seem wholly satisfactory. The best

account in English is undoubtedly that of Ppfessor

Pigou, in the Economics of Welfare} Almost every-

thing which is there said seems to be beyond criticism;

but it must be remembered that his account does not

profess to give a complete examination of the problem.

He is simply concerned with one special question

—

whether anything which is to the advantage 'of the

National Dividend as a whole is likely at the same
time to be to the disadvantage of the poorer members
of society. He concludes—rightly, it appears— that'

while it is possible for economic progress sometimes

^ 2nd ed„ blc. IV., chs.n, andili.

112
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to make the poor poorer, while it makes the rich

richer, this is highly unlikely.

So far as this goes, it is satisfactory; but this is

not the only question to which a theory of distribution

and progress ought to provide an answer. For example,

there is the question of relative shares which was raised

by Professor Cannan.^4ls economic progress likely to

raise or lower the proportion of the National Dividend”

which goes to labour? )a complete theory ought to

answer this question too.^

Before setting out a positive solution, it is necessary

to make clear two assuimpions on which the following .

argument rests. For one thing, although we are really

dealing with a community in constant change, and com-

paring two stages of that change, we are obliged to

assume that in each case the system is in equilibrium.

The use of the marginal productivity method implies

this.® But although this assumption is a grave weak-

ness, it need not deprive our results of all usefulness,

For some purposes, it is the equilibrium position which

we want to know about; and for the rest, although

we should have to introduce large qualifications if

we sought to apply our results to the distribution of

the National Dividend in two years quite close to-

gether, the error from this source will generally be

quite small if we are comparing two fairly long periods

separated by a considerable span of time .

)

bThe other assumption is more recondite, and at

^ “The Division of Income” in The Economic Outlook, p 216.
2 Professor Caiman's aversion from the more abstract and rigorous

methods of economic analysis probably prevented him from giving a final

solution. An attempt at a solution on more ab-itract lines is, however, to be

found in Dalton, The Inequality oflnc^mea, pp. 185-220. If it wore possible to

accept Dr. Dalton's argument, much of the discussion in this chapter would
be unnecessary. But it appears to contain a flaw.

3 See above, p. 21.
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the same time its significance is muck more doubtful.

We have to ignore the possibility of increasing returns,

using that ambiguous expression in the sense of econo-

mies of mere size, arising from an increase in the

quantity of resources in general at the disposal of

the community, independently of any variation in

the proportions between the quantities of different

kinds of resources available. Clearly the possibility of

such economies has an enormous importance in the

theory of Production and Economic Progress. It is

not impossible that they have a bearing on distribution
._)

This could conceivably be allowed for to some extent,

but only at the cost of wrecking completely any sim-

plicity which it has been possible to import into the

following arguments. And it could probably be shown

that the conclusions would be substantially unaffected.^

II

ly^The kinds of "progress” which have to be dealt

with in economic theory are four in number

:

1. Increase in population.

2. Increase in the ability or willingness to work of

a constant population.

3. Increase in capital.

4. Inventions and improvements.

To these there should perhaps be added changes in

the tastes of consumers, as 'a fundamental cause of

secular economic change, very similar, as we shall see,

to invention, as far as their effects on distribution

^ Sec Appendix, section (li),
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are concerned; but they caniiot, by any stretcli of the

imagination, be classified as “progress.” '

CFrom a purely analytical point of view, 1 , 2, and 3

are the same problem. The consequences of a change

in the quantity of labourers, of labour, or of capital,

can all be treated as special cases of the general ques-

//t\on of the effect on distribution of a change in the

supply of one factor of production.^

(. The answer to this question can be stated in the

form of three rules, of which one is scarcely more than

a definition, but is put in for completeness; the second

is a generally accepted, but less obvious, proposition;

the third appears to be new^ Much the most satisfac-

tory way of proving the validity of the second and
third rules is to use the mathematical method set

out in the Appendix to this book;^ but an •attempt

at non-mathematical proof can be made, and will

be set out here.

.The three propositions are:

1. A>i increase in the supply of any factor of pro-

duction wtll increase the absolute share (i.e., the real

%‘ncome) accruing to thatfactor if the elasticity of demand

for thatfactor is greater than unity.

2, An increase in the supply of anyfactor will alioays

increase the absolute share of all other factors taken

together. If the increase in the variable factor is small,

then the return to the additional units will approxi-

mately equal the addition which they have made to

the whole product. But since the marginal product of

the variable factor is now reduced, the units previously

present will get a smaller return than they got before,

so that the old total product will be divided between

these units and the other factors in a ratio more

‘ See Appendix, sections (iii,) and (iv.)
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favourable to the latter. The return ,tb the other

factors will therefore be increased.’- )

(.It is possible, however, that the increased return

to the other factors may affect their supply. But in

whatever way their supply is afiected, whether

it increases or diminishes, it is inconceivable that it

should diminish to such an extent as to lea’^the total

return to them smaller than it was before’) The most

extreme case conceivable is that in which the pro-

viders of these other factors have a completely inelastic

demand for income in terms of the factor they supply

;

in this case the return to these other factors will of

course be unchanged.^
(Although the absolute share of all other factors

taken together cannot diminish, this is not necessarily

true of any particular other factor .^J^or example, if

the demand for bakers' services is inelastic, but bakers

are easily transmuted into confectioners, then an

increase in the supply of bakers will probably not in-

crease the real income of confectioners. But we need

not trouble ourselves with this difficulty so long as we

are talking about groups which are reasonably distinct.

! In nearly any application which we are likely to want

to make, it will be true that an increase in the supply)

of any factor will increase the real income of any other^

factor.^/

^ This is seen at once if we use the rent diagram, oontyiually used by
Clark m Th^ D%8irihuihn of Wealth (e.g. on p 366)

.

* See above, p. 98, note.

® Some of the conclusions which follow from this are very far-reaching and
illuminating. It is always to the interest of a particularman that other people

In the same trade as himself should not work too hard; for if he works Vith
the same intensity as before, and they work harder, his wages will tend to

fall. But it 18 nevertheless to his interest that people in other trades (at any
rate in those which do not compete very directly with his own) should work
as hard as possible, for by doing so they raise his real wages. Similarly,

it H nearly always to his interest that as much as possible of the national
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{^3. An increase in the stiffly of any factor will

increase its relative share (i.e., its froforiion of the

National Dividend) if its “elasticity of svhstitwtion” is

greater than umty. This ia the new rule, involving

a liew definition. The “elasticity of substitution’’

is a measure of the case with which the varying factor

can be substituted for others. If the same quantity of

the factor is required to give a unit of the product,

in any circumstances whatever, then its elasticity of

substitution is £erol -'- If all the factors employed are

for practical purposes identical, so that the varying

factor can be substituted for any co-operating factor

without any trouble at all, then the elasticity of sub-

stitution is ] infinite j The^jj^ where the elasticity

of substitution is unity can ^ly~Fe defined in words

,
by saying that in this case (initially, before an^oni^
quential changes in the supply of other factors takes

place) the increase in one factor will raise the marginal

product of all other factors taken together in the same

proportmn as the total product is raised.

J

The proposition can thus BTexpressed in.,another

way. In so far as the direction of change in the relative i

sharing of the National Dividend is concerned, secon-
''

income should be saved. lu the short run, particular men may be displaced

by an increase in saving; but m tho long run, the accumulation of capital

IS always favourable to the interests of labour,

I'he following special case is particularly worth noting. Although it may
well be to the interest of working moii to work for sJiorter hours as their

economic position improves (even if this involves a sacrifice in wages), it

18 definitely against the interest of the employing and capitalist classes that

they should do so . And, looking at the same thing the other way round : if

we seek for an economic policy designed to serve the long-run interests of

the working class, it ought to be one which discourages the rich from taking

out their privileged economic position in consumption and in leisure, but

encourages them to work and to save. One cannot help feeling that the ob-

vious change in this respect between the nineteenth and twentieth centuries

IS a sad comment on the success of progressive policy.

^ In the terminology of Walras, this is the case whore the **jcoe|fioipnt of

•-•^T^oduotion’’ oJ^kcLV&iymgfactpxIi epAs^^
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dary and conseqaential changes in the supply of the

other factors do not matter. ItAha cmidi±hi!ia-flf.i&c]i-

nique and consnmeTs' demand (which determine the

^^sticity'of^rabstitution
)
are„ such that an increase

in the supply of a particular factor would incr^se its"”

relative share_with constant supplIesl5fYl®’'0th:er1terc-

'lors, lis rel^ve_ share will _still be increased in what-

ever way the providers of_the other factors react to

the change in their fortunes.j^It'Ts^notloo "dffficuTtTo

show this—at least with some degree of plausibility.

Llf the elasticity of substitution is greater than unity,

I

the initial effect of an increase~inTlie su^ly of one

^ctor will be to increase that factor’s mMive sharg.

iBut at the same^meYhereal returnTo the*other factors

^Ije mcTea^g^^that the.snp>ply^of--'fehe-othe-Agtora,

is likely'to change to some extent, upwards ox down-

WaxdsrdlfidierstrpplT of^hexytlTeFfaHbraSSlsritlinj^la^

tive supply of the 'first factor is greater than ever, and

'lihus'its'relatiYe shafe“(urrder the'pfesenTassumption)

is likely"to Yi'se still further. TThefe Is"

t

hus n^danger ..

6r'5TaT"~prb~positr6n Tireaking down In "this case. The

dangerous case is the other one, where tEe" supply gf

'"the other factorsIncrmlei.'lfirorder I(Iproye that this.

does ‘not distmb-the'ruleTlt is fet_tp take._t.he.JPX>st

^
extrem~e~ 'case. 'Suppose the elasticity of ^ppply. ..of

the other factors to be infinite, so that tbeii
;
supply .-!

.in^asesT"ajs a result _of.. their ,nPW_niQre-.‘farmu:aJbiai^

position to such a point that their real return per

udB' is~unc£anged!rthinhoTmcreaiiT^ fay asjo lower^

their real return per unit, since otherwise the first

JQot_hav^ Jaeen™ oneu-oL .equifibrijim.

Jf^the real return per unit to the other factors (or

their marginal product) is unchanged, this"must mean
that the relation between the" .supplies" o'f the factors
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is tlie same as before; for wc are ruling out the possi-

bility of increasing returns to all the factors taken

altogether, and diminishing returns to all the factors

taken together is obviously impossible. I| the propor-

_^n between the supplies of the factors is the same as

before, and their marginal products the same as before

"(whTcTi “evidently follows)," the relative', shares of the

factors in the distribution of the National Dividci^

must also be the same.Jh ' "

- ( Thus jn the most extreme case conceivable, the

jncrease in the supply of the other factors can only

__
just cancel out the effect of the primary change. In

any less extreme case, the direction__of the change in

^

.relative shares must' be the same as if there were no ^

|secQndary effect through the supply of the factors'.

*’And this could be proved in a similar fashion for an
'' elasticity of substitution less than unity

f' "C^iothcr important consequence of our third pjp-

\position is that the conditio-n-for an increase in supply,

"ia siymi,ne,|-,riey l

',If we classify all our factors of production into two

'groups—whether we label them “work” and “property”

jivith Dr . Dalton, or “labour” and “capital” “supposing

t^hat laiid’rcart.-be heglecte^“wTth'~Pr6fessor'~Pigou7

the elasticity of substifufion of labour for capital

is the same as the elasticity of substitution of capital

for labour. If the conditions of technique and con-

sumers' demand are such that an increase in the supply

of capital will increase capital's relative share, then

an increase in the supply of labour will increase

labour's relative share. And vica versa.'- )
1 The startling conclusion put forward by Dr. Dalton {Inequality of In^

comes, p, 204), that “the relative share of propel ty will inoiea&e, as the result

of increases in the supply of work and pioperty, or m the amount of either

alone”, IS theieforo untenable. Some lemaiks on the detail of Dr, Dalton’s

argument will bo found below {see Appendix, p. 247).
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.
(We may now proceed to examine more closely

tlie things upon which the elasticity of substitution

depends. Substitution, in the sense in which we are

using.it, may take any of three forms: w'-

;0 . The change in the relative prices of the factors

may lead simply to a shift over from the production

of things requiring little of the increasing factor to

thing8''requiring more.^ If capital increases, the com-

rnpmties in whose' production capital had already

^een used to an extent above the average will become

/cheaper relatively to others, and presumably, there-

fore, more of them will be made.

( 2. Methods of production already known, bu^
which did not pay previously, may come into use.

TIm form will include, possibly as its most important

cefse, the mere extension of the use of instruments

yand methods of production from firms where they

were previously employed to firms which could nol^^

previously aflord them.

i 3._The chan.ged4:filajfiv£-n'ma3_j^^ the

search for new methods of production which will use

more of the now cheaper factor and less of the expen-

sive one.)

(Partly, therefore, substitution takes place by a

change in the proportions in which productive re-

sources are distributed among existing types of produc-

tion. But partly it takes place by affording a stimulus

to the invention of new types. We cannot really

, separate, in consequence, our analysis of the effects

• of changes in the supply of capital and labour from

i our analysis of the effects of invention. To the theory
“ of invention we must now turn:j
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III

^ Under l.he assunij}fcion of competition, it incvjtably

follows that an invention can .only bo profitably

ftadopted_if its ultimate effect is_^to increase^e National

Dividend. For if it is to raise the profits of the entre-

' pTcneiir who adopts it, it must lower his costs of pio-

duction—that is to say, it must enable him to get

the same product with a smaller amount of resourci's.

On balance, therefore, resources are set free by the

invention; and they can be used, either to increase the

supply of the commodity in whose production the

invention is used (if the demand for it is elastic), or

to increase the supply of other commodities (if the

demand for the first is inelastic). In either case, the

total Dividend must be increased, as soon as the liber-

.

ated resources can be cilectivoly transferred to new
uses.^ )

y mi-lsUuQi’case the totate

^vidend, it is unlikely at the same time to increase |
fcELe”margmal products of all factors of production'm/'

^elaarg' rSt'io. In most case.^t \viIl’"^lecTpartacuIa^

Tactors and'iiK^ase the demand for those factors to a

special extent. If we concentrate on two groups.^f-

^^%ctors, “labour” and “camtal^” and_ suppose them tp

exhaust tKeTisffthen-we can classify inventions accor-

ding~~asTSmrini'bIal effects are to increa&e, leave un-

changed, or diminish the ratio of the marginal product

, of capital to that of labour. We may call these inven-1

tions “labour-saving,” “neutral,” and “capital-saving” >/

respectively. “Labour-saving” inventions~ihcreas’e tile

J

,

* For a fuller elaboration of this argument, seo Wioksoll, VorUsungent
vol. i., pp. 195-207, Also ICaldor, “A Case against Tochmeal Progress?*’
{Economical May, 1932),



122 THE THEORY OF WAGES OH.

marginal product of capital more than they increase

the marginal ~pfo3.uc€”~of lahouf; , “capital-saving*^

'myeniaanaJiiere^^ marginal product of labour

more than that of capital; “neutral” inventions

mcrease bothln~l.hoT^e proportion.^
'

"""l/riaBour-saving invention, according to this defin-

ition, need not actually diminish the marginal product

of labour,^and consequently labour's absolute share in

the Dividend. It may do so, if it is very labour-saving;

there is nothing to prevent the ratio of margmal pro-

^ucts being changed to such an extent as to make the

"absolute size _pf "dive lower-'flTan it was before. But
eqiiill^rmay rrdt?~Ih'every case, however, a labou^
saving invention will diminish the relative share of

. labour. Exactly the same holds,

capital-saving inventio|^^., '^^4^

^It may be observed that the definition of a labour

saving invention just given is not identical with that

f given by Professor PigouA He supposes the technical

/ change to take place in an industry which produces no

wage-goods

—

i.e. none of whose products are bought by
labourers. (This is, of course, a very unreal assumption

if we interpret labour in the very wide sense which it

has to be given in this discussion. The Ahtorney-'
General is a labourer.) However, taking'Sas''sp^’cial|

case, he defimS'^riabou:^^saving invention as one whio
diminishes the ratio of capital to labour employed i:

the rest of industr32y]Srow if the ratio of capital t'

labour in the rest of industry is diminished, the mar-
gmal product of labour in terms of the products of the

rest of industry (whr^h is all that matters to labour)

must be diminished.''An extension of Professor Pigou’s

definition—and it cries out to be extended—would thus
^ Op, ct/,, p. 032.
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make a labour-saving invention one which diminished

the absolute marginal product of labour":) Professor

Pigou's case then becomes a useful illustration of this

definition, but it is too limited to serve as a definition

itself.*/^

('But even the extended Pigou definition appears on

reflection rather unsatisfactory for our purposes. For if

we were to call
“
Jabour-saving” inventions those which

diminished the absolute marginal product of labpui,

and “capital-saving” inventions those which di-

minished the marginal product of capital, there Avould

be a wide range of neutral inventions between—quite

possibly including the great bulk of those inventions

in which we are actually interested. But some of these

“fidfehl” inventions would be more favourable to

,

capital than labour and some the contrary! They
' would all increase both marginal products, but some

would increase that of capital more than that of

labour, and Some the reverse. Jf we have any interest

in relative shares, we do not want to leave this dis-

tinction in the dark. Thus it seems best to make the

definition hinge upon relative shares
;
but it must of

course be realised''that any invention which is very

labour-saving may diminish the absolute marginal

product of labour; and similar,ly for capital.)

VAlthough this amendment of Professor Pigou ’s

definition appears desirable, the definitions are still

fairly close, and most of the things which he says about

inventions can be p^fectly well applied with the

definition just giveiil^In particular, there is no reason

..to question his view that inyentinns--ha-ve.> a decided

^xT^as in the labour-saving directixMa. It is indeed diffi-

cult to'fin3"cTear cases of important capital-saving in-

ventions—wireless is, of course, the standard case, but
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/ beyond that, although there can be little doubt that

capital-saving inventions occur, they are not easily

lidentified.y Obvious labour-saving inventions, on the

other hand, are frequent. Not all those inventions

popularly called labour-saving are labour-saving in the

strict sense, but there can be little doubt that the

great majority are?)

This predominance of labour-saving inventions

strikes one as curious. It may conceivably be the case

that it is a mere “optical illusion” ;
labour-savii^ in-

venkions cause more-soci^ frictio-n than others, and

so force themselves on the attention of the observer.

There is probably some truth in this, but it hardly

seems a sufficient explanation. It is also possible that

(

the utilisation of fixed capital has a close relation to the

particular kind of scientific knowledge which ha^ been

available for industry during the last two centuries:

that" It IS to be connected with the special growth of

mechanical and physical science. But this again does /

not seem very pro^file. For after all, wireless is the

result of physics; and there seems no reason in the

nature of physical enquiry why the growing com-

plexity of industrial technique should not have been

kept in check through the constant supersession of

complex methods by simpler methods requiring less

. capital.

t^ifi-r§ad_isMQaJoj__th6„pxedomina QfJahouE^-
> savMi]iventioas-ia-&ureLv that, which was hinted at

suhdfitufdmn A .change in the

relative prices of the factors o£ production is itself a.

spjir^tp inventioii,. and J;(3i.,irivention of a particular

l^d—directed to economising the use of a factor which
ha8~5ecome relatively expensive. The general tendency

to a more rapid increase of capital than labour which
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has marked Ruroj)oan hksUjry (liuino llu- l.isi f('\v

centuriofe lias n.iturally jirovidod a siiiuulu.s io l.ibour-

saving mveution.y

therefore, we arc properly -io appreciate t.he

I
place of invention in economic progiesh, we need Ig

/
distinguish two sorts of inventions. We must {>u1 cm

dne side those inventions which are the result of a

flm.-j-iffein the l olativc prices ofjth_eJactprs;J('L us call

inventions, jffhc rest we may odil

'‘

autonomous j mventions.VWe shall expect, m prac-

bicerall^or nearly all induml inventions to be laboiu--

saving; hut there is no reason wliy antouoinous in-

ventions Ihould be predominantly labour-saving.

TheFels no obvious reason why autonomous inventions

•should^cline, on balance, to one side more than to the

other, m the absence of special knowledge wo may
reasonably assume a random disfX'rsiou. 'PIk'ii, since

induced inventions arc mainly labour-saving, Imih

kinds taken together will give us a predomiuaius' of

labour-saving mentions preci.soly what we apjx'ur to

find in practice^m'hore is nothing therefore' in observed

fact inconsistent with tlie hyjiotliesis that auL(momou.s

inventions are evenly distributed. But of course, thi.s

even distribution will, at the most, be a long-run

affair; it is quite conceivable that scientific discovery

may tend to produce inventions with a bia.s in one

direction over quite long periods.

(In order to complete this classification, bnc furtbe.r

distinction must be drawn—within the field of induced
inventiongf'^n'Jnduced^jmgiUdo^ is made as the

i^gsaliLoU^c]^^ relative prices; but it may be such

^

that its adoLption depends upon the change in prices, or
ifjnay not. Capital increases, let us say, and in con-
sequence a labour-saving invention is made and
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adopted. But either this invention would have paid

before capital increased—and would therefore have

been adopted if it had been known—or not. If it would
not have paid under the old circunistances, then it is

simply a cause increasing the facility of adjustment to

a change in circumstances

—

i.e. increasing the elas-

ticity of substitution/The elasticity of substitution is

greater than it would have been in the absence of suc'ir

an mention
;
"consequently the' possibility of capital

—

’iHcTga§i£gitg.xelative share in the Dividend is greater.

But so long as the invention is of this type the second

rule about absolute shares still holds
;
it is quite certain

that as a result of the whole change the absolute share

of labour will be increased!/

'”But it is certainly quite conceivable that a change

in relative prices will stimulate invention to do more
than this—to discover methods which, if they had
been kn(^n, would have paid even before prices

changeJ.'^ow induced inventions of this type (if they

are labour-saving, as we may suppose generally to be

the case) may reduce not only the relative share of

labour, but also its absolute shar> Such inventions asif

these are perhaps not very common, but there is little

reason to doubt their occurrence; they are the only

kind which are really dangerous to the real income of

labour.}

The classification of invention just made is a purely

economic classification; there is no reason to suppose
that it corresponds to any kind of scientific or technical

division. At times when scientific and technical ac-

tivity is great it will probably manifest itself in a largfe'

crop both of autonomous and induced inventions. In

t^dajJc-ages,ofj!2ifince43u^^^ a-ndduduced—
feventiQaiLjd]iliejEaiej!uxtheEy.uhfefe&ttg^^
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induced inv-entions just referred to (those, whLcIi_ arjL^..

induced by a change in pricefi, but do more than adjust .

technicahmethodsio the new economic conditions) may
occur .at-any._staga_.pf_deyebpmeut,-they are_ pirEaps^

mos^iiccly to be important when the accumulation of
,

xdapital has been proceeding Jor aJpugJV'MK-hut.maiiy-j
(y

kinds of production _haye^ retained conservative

rnethadSa-and iia,3i:aj.,otu.b.anefited bjOiechniaal progress .

V
A

’'The significance of this theoretical analysis can

,

perhaps best be illustrated if we examine its workin^^
( in two extreme cases. In both we_ jhall assume^popu;

/• lation constant und capital increasing; but in one

teclmical progress is very lethargic, m tlie, other very-

rapid.-)- —
l^n the first case, where inventions of all kinds arOj

alrnbSt~^vholly absent, substitution is practically coru.^

- fined ^to -the first two lines mentioned above—the in-^j

creased use oF^those commodities requiring, mush'j

capital, and the more extensive use of known capitaii*

istic.nietE.Qds. _It is conceivable that in an early stage

these_jna-y.be.suffi.cient tQ.k^p the elasticity of spb-
;

_

^stitution g|eatex.than unitsi^n that_case, the_relati3i:g.r

share of capital will increase, even though the ^solute

share of labour increases simultaneously. But as ..

capital continues to grqwf it is certain that the more

^^ntageous apj^ations- will ~~Be '"used up; the__

''ela^icity orsubstitution must fall, and ultimately the

relative sharAbT capital must fall and that of labour

rise. It is impossible to say how soon this stage will set

in, but it must set in sooner or later. But of course this
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process involves a Jail. in_ thc^jnarginal prodyjet. ©f

cc^itaTan^jLerefore of Hje rate of intorosf-.'Tjvent-

ually the fall in interest will check saving, and the

community whose technique does not progress will

approach the “stationary state” of the classical

economists.

In the other case, where, jjiYfintlQn-i&jery^ag.-
‘

main highy Thus the relative share of capital will tend

to incT^ease, and that of labour to fall. But not only

* will i^ucc(t3nv^tions"Be ^ctive^ "autonomous Tn-~^

yii3SS^ill-be-aotiva too,. If wfiJLre right..ui.asauiping ,

that autonomous inventions have no particular ten-

^

clency 1Eo '̂iminaleTsp^iaI~ êmandr'|or ^ItEerTa^^^

I
tl^n ;^e initial effect of autonomous .inyentiQns"wIir^

j
to increase the marginal products of both labour and

ca^tal in mucFthe"'same proportions, and so lea^ t̂he

‘relativi^istribution of tlie Dividend unchanged. How-
ever, since an enlarged absolute return is more likely to

stimulate an increase in the supply of capital than an

increase in the supply of labour, autonomous in-

ventions may have a secondary effect in encouragingi

the accumulation of capital. But under the supposed!

conditions, an increase in the supply of capital will

increase capital’s relative share, and thus activity in

ji autonomous inventions will, indirectly, have a similar

effect to activity in induced invention .

')

B̂ut although for both these reasons the _relative__,

share oTTaboui' will diminish, neither a ^reat activity

ia, aufMgr^is~Thventi^.'jaQiL a_ higlL_elastipity _qf

substitution , has any tendency to reduce the real

income of labour. The only kind of invention wlnchlT”
likely_to have tliii eheH-i^Kaf^icIThas already been
mentioned—that which is inspired .by. a change iip
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relative prices, but wHcb would have been profitable

to apply even before prices changedj|u/ ^
Some inventions of this hind doubtless occur fairly

frequently, but if they are—as is probably usual

—

merely a small part of general inventive activity, then

it is most unlikely that their influence will be dominant.

For if they tend to reduce labour’s marginal product,

there 'are simultaneously at work other forces, derived

from the increase of capital and the expansion of

autonomous invention, tending to increase the mar-

ginal product of labour. There can be no doubt that

these latter forces are usually far more powerful. .)y

Vlt may be suggested, very tentatively, that a fall

yin the general level of real_wages is really likely to

w/^ccur as the result of invention only on those rare
'dc^'ioM^whenTnyentjqn hreaks into a new and exten-

sive field of industry that has long been conservative

in its methods.) Such “economic revolutions” alwaysr

cause maladjustmentand social unrest arising from!

the maladjustment; but it may useful to poinm

out that injuch times the malaise may go deeper. A;|

,fall inJhejeqnilihiiim level of real wages is h^^Tr^II}

"'(jBut it is difficult to feel that this danger is a very

pressing one today. The generalised character of

technical change is a considerable safeguard against

it. Inventive activity usually makes itself felt quickly

enough, so that a prolonged failure to adjust technical

methods to new circumstances is unlikely on a large

scale.) Our continuous “industrial revolution” protects

us from the discontinuous revolutions of the past.

Thus, so far as the absolute share of labour is

concerned, a rather different line of enquiry does not

lead us to.modify in any way the optimism of Professor
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Pigou. It is possible, but extremely improbable, that

economic progress may cause a decline in the equili-

brium level of real wages. And further, it should be

remembered, even if this unlikely event should

materialise, it would be temporalfy; enlarged profits

would mean new saving; increased capital would raise

the level of real wages- again>,’'/""

J
( But it is difficult to feel the same degree of op-

!
timism in thefmatter of relative shares. For the chance

' of an elasticity of substitution greater than unity

stands _^in_an, altogether .difierent order of probability.^

""Tncreasing capital, accompanied by stagnant invention,

may very well raise labour’s relative share in the

Dividend; but increasing capital, with active inven-

tion, is very likely to do the contrary. And since the

activity of invention is definitely favourable to the

growth of the Dividend-p-and with few exceptions also

favourable to growth in the real income of labour

—

it is highly probable that periods of most rapidly

rising real wages will also be periods of a falling

relative share to labour.^t is clear that we have here

a divergence of no small significance.

V
The application of these conclusions to historical

fact is no easy matter; and what follows must be

largely guess-work. But it seems worth while to state

the most probable interpretation, if only to serve as

a basis for future discussion. According to Professor

Bowley,^ the share of property in the National Income
of Britain just before the war was about one-third;

^ The Change ui the Distribution of the National Income^ 1880-1913, p. 25
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and it would seem to follow from this one ascertained

fact that there must have been periods in English

history when the elasticity of substitution between

labour and property was greater than unity. For it

_is^ practically inconceivable that a few centuries ago^

the share of property can have been anywhere_j^r

this figured In the Middle Ages, capital was scarce;

but not only was the supply small, the demand was

undoubtedly small too, so that it cannot have made
up to any appreciable extent for its lack of quantity

by a high rate of remuneration.TOpr is it possible that

the.jSm9,ller share of capital^fr have been made up

.
by. a larger share of landXl^(if we exclude pre’datory

and monopolistic gains, as we are entitled to do, for

all the large part which they played in a pre-capitalist

economy) we cannot escape the evident fact that land

was far more plentiful relatively to the population than

it is today. Thus it seems clear that the equilibrium

relative share of property must have been much smaller

than it was in 1913; at some stage it must have risen

considerably.

}

On the other hand, it seems clear from Professor

/'Cowley’s figures that it was not rising in the period

immediately before the war. He gives 37| per cent, as

the proportion of the National Income going to

property both in 1913 and in 1880, though these

percentages require some correction for our purposes.

Clearly income from property held abroad Ought not

to be included; but when it is omitted, the results

are even more striking. '''’)Por the proportion of home-

produced income going ifo property in 1880 was about

34 per cent.; in 1913 it was only about 31 per cent.

^ See Caiman, “The Cliangod OiillooU in Regard to Population’* {Econ,

Jour
, Derember, 1031, p, 528)
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On the whole this period seems to be long enough for

us to be able to neglect disturbances arising from the

fact that it is really unjustifiable to regard the situa-

tion of the economic system at these dates as being

one of equilibrium—although it would be much more

satisfactory if we had figures for an average of several

years round about each date instead of figures for a

single year. If we accept these figures, then it is clear

that the elasticity of substitution must at this time

have been rather less than unity. Not necessarily very

much less; quite a small diflerence would be sufficient

to give the observed result.

These facts, if they are correct, do not upset our

theoretical conclusions; but the theory does suggest

a clear interpretation of them. .If capital is increasing

more .rapidly than the supply of labour (and it may-

be iairly supposed that this has generally been the

case, in modern “English history^), a tendency towards

a diminished elasticity of substitution will generally

i set in as capital grows. This diminution may be cdun-

|teracted by invention—it is conceivable that it might

be counteracted indefinitely—but clearly invention

has a progressively harder task as the process goes on.

Invention has generally been increasing in activity,

but it is quite possible that this increase has failed

to set off the fall due to the first cause. But because

it failed to do so in the period under consideration,

because in this period it is pro'^^e that the* elasticity

of substitution tended to fall, we should not be over-

confident that in the future it mqy not rise again.

And in many ways it would be good for us if it did

1 This is indeed less certain than usual foi the years which immediately
preceded the War, m view of the extiaordinary cxjoit of capital in that
peric^d, and its natural consequence, a gicat rctarclalK ii in the late oi in-

crease of real wages. Taussig, Intt^nahonal Trade., th. 21
.)
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f,o; for it would probably be a mark of national

prosperity.

Changes in the distribution of the Dividend since

1914 arc harder to interpret
;
and it seems most unlikely

that we can hope to do so if we leave out of account the

regulation of wages.

VI

The theoretical conclusions of this chapter have

coii.siderable interest in relation to the question of

the causes governing inequality of incomes; but there

arc oLher implications of hardly less importance.

These are in connection with the theory of money
wages. If we assume a rnonetary policy designed to

stabilise the price-level of consumers’ goods, and

successful in that end, then, of course, no theory of

money wages is necessary, for money wages and real

wages are always directly proportionate. Kecent in-
^

yestigationSj however, have thrown doubf"^oir’lGe^~

feasibility of such a policy in a community whereThej
fundamental determinants of economic wealth areTn"

process of change; they suggest rather, that the priosT^'

level ought to fall with rising productivity, and rise

jyith falling productivity ;|if it does not do so, there

wiirB'e In the one case a boom in trade, leading to

dangerous over-expansion, m the other case there will

be monetary causes making for a depression.’- Exami.

nation of this contention would be out of place here

;

but if we accept it provisionally, we can draw from it

some consequences which do seem to belong to the

theory of wages,
y

See Haborler, Dcr Sinn der hide^zahleri, p. 112 ff. Hayek, Prices and
U Production, p. 23. Also Robertson in The International Gold Problevi,

I pp. 21-24 and 45.
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If stabi lisation of the price-level is ruled out, as

being in normal times more or less inflationary, our

thoughts naturally turn to other less ambitious forms

of stabilisation. One of these is stabilisation of the

“money earnings of the factors of production” or of

the money value of the Social Dividend. If we assume

a monetary policy of this character, the conclusions

about relative shares reached in this chapter begin

to have some practical significance. If population isl

'^increasing, then it is true that this monetary policy

,

must lead to a fall in the level of money wages— 1

funder all circumstances; while the level of money

f

'^wagcs would rise with diminishing population. But.

/f population is constant and capital increasing, thent

'J the trend of money wages depends upon the elasticity
*

of substitution. If the elasticity of substitution is less \

than unity, the average level of money wages will i

rise; but in the contrary case it will fall. And as we ^

have seen, it is this latter case which is likely to be

associated with the most rapid rise in general economic
. /\

prosperity, in the level of real wages. ' '

Even if the elasticity of substitution is less than

unity, it is unlikely, in any community that can

genuin^y be called progressive, to be much less than

unity. If this is the case, it cannot be expected that

the average level of money wages would rise much. But
this would mean, in a world where men are specialised

to particular trades, and do not move easily, that fre-

quent cases of reductions of money wages in particular

trades would be unavoidable. And it is useless to

minimise the gravity of this conclusion.

For the raising of real wages through falling money
wages with prices of consumption goods falling more
rapidly could not be a smooth i nd painless process.
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The reductions in wages would almost inevitably take

place at intervals, which would not correspond exactly

in time with equivalent falls in prices. There would

thus certainly be temporary reductions in real wages

;

the trend of real wages might be upward, but there

would be sharp fluctuations about the trend. It would

thus not be in the least surprising if the reductions

in money wages were strongly resisted. We shall see

at a later stage what would be the probable effects of

this.

There is no doubt that these unpleasant results

could be avoided, initially at any rate, by a more

elastic monetary, policy. But whether this would

be a real cure, or whether it would only put off the

evil day, is one of the major unsettled questions of

economics. It is possible that there is some third

alternative, inj3erm.ediate „ between .
stabilisation of

prices and stabilisation of the social income, which

would avoid intense fluctuations of industry and also

avoid a downward pressure on money wages. But

it seems improbable that in a period of increasing pro-

ductivity, all, or nearly all, money wages could be

exempted from such pressure.^ Further consideration

of this problem lies outside the scope of this book.

* Gf. Eobertson, op, cit,^ p. 24,



PAKT II

THE REGULATION OF WAQEE

CHAPTER VII

THE THEOIIY OE INDUSTRIAL DISPUTES

I

It is now time for us to take a further step towards

actuality. The equilibrium labour market, which we

studied in the first chapters of this book, could

never exist; it is merely a convenient abstraction, by

which we can isolate for thorough examination some,

but only some, of the fundamental factors at

work. The free labour market, which we studied in

Chapters III.-V., is, on the other hand, a real possi-

bility; markets very similar in their working to this

have existed and do exist. Yet it is hardly possible

for a market to exist, as we have been supposing, in

a condition of violent change, without competition

being displaced to some extent by combination. The

combinationmay be abortive, in which case the account

already given is reasonably complete, apart from

some rearrangement of motives; but if it is not

abortive (and in advanced communities it is unusual

for it to be so altogether) we have yet some significant

strokes to add to our picture.

We have already seen how, in a regular trade,
‘

perfect plasticity of wages (immediate response of

wages to a change in the value productivity of labour)

136
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is hindered, among other things, by cmployei's’ per-

ception that a reduction in wage-rates is likely to

impair efficiency by worsening their relations with their

men. Even if we suppose (as it was convenient to do

throughout that earlier discussion) that combination

among the men is ruled out—because, let us say, no

one has thought of it—there would still be present

this consideration tending to slow down wage reduc-

tions. But in practice, of course, even in a market

where labour is still unorganised, the principal check

of this sort on the action of employers is generally

their fear that reductions will stimulate combined

resmtance.

'About the origin of such combination it is unneces-

sary to say much; where it is possible for men to snatch

gains, real or apparent, permanent or temporary, from

the abandonment of separate individual action, it

would be surprising if they did not sometimes attempt

y it. Monopolistic combination is common enough in all

/ parts of the economic system; very much the same

yffiiotives which drive business men to form rings and

/ cartels drive their employees to form unions.’ The one,

as much as the other, is a natural product of a gre-

garious animal.

It will perhaps have been observed, in our analysis

of a changing competitive market, that more than one

situation came to our notice when a stimulus to

combination must in real life have been present.

When a man takes on a job in a regular trade, he

generally begins to form habits of life and expenditure

which are really based on the half-conscious assump-

rion that he will continue in that same employment

more or less indefinitely. He has no legal guarantee

that this will be the case; but it is not in the least
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surprising tliat Le feels himself, with the flow of time,

to have acquired a customary right to continue in that

employment on much the same terms. If, after a time,

his employer desires to reduce his wages, he feels, not

only that his interests have been damaged, which is

certainly true, but also that he has been cheated of a

legitimate expectation. If a considerable group of

men find themselves with the same grievance, it is not

surprising that they should seize any weapon which

lies to their hand to enforce what seem to be their

rights. And a weapon does lie ready. The same thing

is likely to happen if, instead of reducing wages, an

employer merely refuses a demand for an advance

made on the ground of fairness—because wages in

similar firms, or associated trades, are rising. We have

seen that the competitive system naturally gives rise

to the belief that a rise in wages in one firm ought to be

followed by rises in similar firms : this is the mechanism

whereby advances are transmitted from firm to firm.

But although tlie competitive system engenders this be-

lief, and uses it, it cannot always fulfil the jiromisc held

out. There are always firms which have not shared the

prosperity of the rest, and which will refuse demands

made upon them. But the grievance arising from such

a refusal seems positively to ask for united pressure;

and since united pressure will not infrequently attain

the end which is outside the power of separate action,

it is extremely likely to be employed.'
'

Any attempt at wage-reductions, and any uneven

y rise in wages, is therefore likely to stimulate organised

resistance; and since it is only in an extremely static

economy that such things are not likely to be frequent,

static conditions are probably a necessary pre-requisite

of a perfectly free labour market. But though change
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itself is sufficient to supply a stimulus to organisation,

it is a long way from this to the successful formation

of Trade Unions. For that other conditions are re-

quired; a legal system not too unfavourable to the

growth of voluntary corporations, and a supply of

organising ability competent to overcome the very

considerable administrative difficulties inherent in the

establishment of associations with any degree of

stability.

The absence of these latter conditions is enough

to explain the long series of failures which marks the

early history of British Trade Unions; while the final

elaboration of a technique of Union government

explains the spread of Unionism at home and abroad

in the later years of the nineteenth century. Over the

whole world, Trade Unionism has generally followed

upon the tracks of capitalist industry and the distur-

bance of ancient habits which accompanied indus-

trialism; but where, as in America, more attractive

opportunities long remained open to the men who
would have been the Union organisers, the develop-

ment of Unionism has been somewhat held back.

When once a Union has been formed, a repetition

of the original stimuli will not necessarily be needed to

spur it to action. It is likely to resist wage-reductions,

certainly, and to demand increases in line with those

granted elsewhere; probably these will be the objects

for which members’ enthusiasm will be most easily

roused. But when once it has been discovered that a

prosperous firm can generally be induced to grant

advances without great difficulty, the mere sign of

prosperity may prompt claims, under Socialist hit

fluence a Union may take action without even this

excuse. Trade Unionism has been found a convenient
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weupoii whereby militant Sooialiste can threaten the

overthrow of Capitalism
;
and it is consistent ivitli revo-

lutionary principles to demand advances even when

it is obvious that the advances cannot be given without

the collapse of the firms in question—for the collapse

of the firms (in their existing form) is in fact the end

in view. But such extreme doctrines have rarely

dominated any powerful Unions for long, since the

ordinary man is naturally reluctant to stake his liveli-

hood upon so dangerous a gamble; to protect the

customary standard of life (which may be conceived

as a money wage or, in times of monetary disturbance,

a real wage), to maintain fair wages, and to secure

to the workers a share in exceptional profits, are the

usual aims of the wage policy of Trade Unions.

w .

”
.

: ' The, we.pipnn by ndiich Trade Unlons-o-ndnav&itf-.to

secure more favourable jberms for their members than

is the strike: the concerted

withdrawal of considerable bodies of men from em-

i

plovment.'^ Even in the absence of combination an

employer who offers less favourable terms than others

must expect to find difficulties in retaining labour; but

when his men combine, he is faced by a more immedi-

ate danger, the withdrawal of most or all of his em-

ployees, not into other jobs, but into voluntary un-

employment, with the object of forcing him to re-

employ them at the terms they dictateb

1 When a Trade Union demands an advance in wages.

^ I shall us(? “strike” to mean “stoppage of work arising out of an
industrial dispute”, whoever “began it”* The distinction between strike
and look-out is useless for our purposes.
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or resists a reduction, it sets before the employer an
alternative ; eitlicr he must pay higher wages than he^
would have paid on his own initiative (and this gener-

ally means a prolonged reduction in profits) or on the

other hand he must endure the direct loss which will

probably follow from a stoppage of work.jin either

case he is less well off than he would have been if his

men had not combined, but one alternative will gener-

lally bring him less loss than the other If resistance

^appears less costly than concession, he will resist; if

concession seems cheaper, he will meet the Union’s

ejlaims.

'

We can learn a great deal about TradeUnion action,

its possibilities, and its limits, by examining the cir-

cumstances which are likely to make an employer

incline towards one alternative rather than the other.

First of all, it is obvious that the higher is the wage ^
demanded, the greater will be the cost of concession;

and therefore the more likely he is to resist. On the

other hand, the longer he expects the threatened strike Tu

to last, the more likely he is to give way. Now, for the

present, let us leave out of account all the other things

on which his choice will in fact depend
;
let us assume

“other things equal” and concentrate upon the.se iwaS^
We can then construct a schedule of wages and lengths

of strike, setting opposite to each period of stoppage

the highest wage an employer will be willing to pay
rather than endure a stoppage of that period. At this

^age, the expected cost of the stoppage and the ex-

pected cost of concession (accumulated at the current

rate of interest) just balance. At any lower wage, the

employer would prefer to give in; at any higher

wage, he ivould prefer that a stoppage should take

place.',
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This we may call an ‘^nyolpycr’s^ concession

^hoduLe”
;
we can express it graphically by an “em-

/ployer’s_ concession “ciirye!’. It will leave the i/-axis at

the point Z, where OZ is the wage which the employer

s.^ould have paid if unconstrained by Trade Union

pressure. (It may be the same or different from the

wage which he had been paying when the dispute

arose.) The curve cannot rise higher than some fixed

level, since evidently there is some wage beyond which

no Trade Union can compel an employer to go. If

wages are to swallow profits completely, he will prefer

to close down his works and leave the industry.

Now just as the expected period of stoppage will

govern the wage an employer is prepared t© pay ta

a^id a strike, so the wage offered will govern th#
.,^/ength of time the ‘men are prepared to sfand out.

They, in their turn, are making a choice between

present and future evils—present unemployment and

future low wages—and thus the length of time they are

prepared to stand out will vary according to the pros-

pect of gain from doing so. Since the sacrifice involved

in accepting a wage of 60s. a week instead of 65s. is

greater than the sacrifice of accepting 65s. instead of

70s., an extra period of stoppage which might not be

borne for the sake of the second may be borne for the

first. In order that their wages should not bo reduced

below 65s., they are likely to put up with greater tem-

porary privations than they would endure to stop the

wage going below 70s. So in their case, too, we can

draw up a schedule, a “resistance schedule”, giving

the length of time they would be willing to stand out

/rather than allow their remuneration to fall below the

corresponding wage. This again can be translated into

a “re-slstance curve”.
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At its lower end, the resistance curve must cut ZZ'

at some finite distance along it, for there must be some
' maximum time beyond which the Union cannot last

out whatever be the terms ofiered At its upper end, it

,>??T11 usually cut the y-axis, because, as we shall see,

there is usually, though not always, some wage beyond
which the Union will not desire to go, however easily,

in terms of striking time, it can basecured, Very often,

the resistance curve will be nearly horizontal over a

considerable part of its length, since there is some level

of wages to which in particular the men consider them-

selves entitled. In order to secure this level they will

stand out for a long while, but they will not be much

concerned to raise wages above it.

The employer’s concession curve and the Union’s
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yiGsistance curve will cut at a point P, and tlie w^ge QA
corresponding to this point is the highest wage which

ySkilful negotiation can extract from the employer. If

the Union representatives demand a wage higher than

this, the employer will refuse it, because he coiicludes

that a strike, undertaken to obtain so high a Wage as

this, will not last long enough to make it wortb while

for him to give way. A strike is the lesser evil. If the

Union demands a wage less than OA, the demand will

be conceded without much dilFiculty, but the negoti-

ators will have done badly for their clients. Naturally,

Union spokesmen, more or less in the dark abopt how
much the employer will concede, prefer to begin by
setting their claims high, and only moderating them
when they see that the first proposals have no chance of

snrcewlipg
'

If the highest wage is to be secured, this is fche in-

evitable method of negotiating, but it is easy to see

that it is a dangerous method. The Union leaders are

bound to set their initial claims high, in order to avoid

the criticism of their supporters. In order to give their

more ambitious proposals a chance, they have to pre-

tend to be unwilling to make concessions, but at the

same time they have to be prepared to retreat to e, more
defensible line as soon as it is clearly impossible to

maintain the first. If they are not sufficiently obsjtinate

in maintaining their first proposals, they may lose an

opportunity of inducing the employer to accept them.

If they do not moderate their demands in tim^, they

may be forced to carry out their threat of striking,

when more favourable terms could have been goh with-

out the sacrifice entailed by the strike.

'

For there is a general presumption that it will be
possible to get more favourable terms by negotiating
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than by striking. The reason why an employer is

prepared to pay higher wages than he would otherwise

have done, as a result ol Trade Union pressure, is that

it pays him to offer a certain amount of “Danegeld” to

buy off the loss which would follow from the strike.

Once a strike has begun, all he can buy off is the re-

mainder of the strike
;
the loss incurred as a result of

the stoppage which has already taken place is a “by-

gone”—nothing can now be done about it. It is the

further resistance of the Union which he has to dread

;

but once a strike has lasted (say) two weeks, the power

of the Union to last a further five weeks is less than its

power to last out five weeks at the beginning of the

stoppage. Since it is only the further length of the

probable stoppage which matters, we may say that, as

the strike proceeds, the Union’s resistance curve moves

to the left, and the highest wage that can be obtained

by negotiation consequently falls.'

This is indeed subject to the condition that “other

things remain equal.” It is possible that while the

strike is taking place, the prospects of trade may alter,

and in consequence the employer’s concession curve’^—

may be shifted. It is possible that the employer, or

perhaps both negotiating parties, have anticipated the

staying-power of the Union altogether wrongly. If the

prospects of trade grow suddenly brighter, or the

Union proves to possess undisclosed resources which

make its power of resistance greater than had been

expected, then it may indeed do better by striking than

it could have done by negotiating. But even in this

case it would be well to come to a settlement as soon as

the more favourable factors appear on the horizon. To

fight out to the bitter end can only mean going back

upon the employer’s terms.
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And cleanly it is most unwise to count on such

favourable factors appearing subsequently. New un-

favourable factors are just as likely to appear as new

favourable factors, so that the odds are heavily in

favour of negotiation being a more hopeful policy than

striking'.. Although, by luck, it may sometimes happen

that a better settlement (from the Union h point of

view) is secured by striking than could have been

secured without a strike, the general presumption is

that a strike is a sign of failure on the part of the Union

officials.

To this, indeed, there are some exceptions.

Weapons grow rusty if unused, and a Union which

/lever strikes may lose the ability to organise a formid-

able strike, so that its threats become less effective.

The most able Trade Union leadership will embark on

strikes occasionally, not so much to secure greater gains

upon that occasion (which are not very likely to result)

but in order to keep their weapon burnished for future

use, and to keep employers thoroughly conscious of the

Union's power.

Under a system of collective bargaining, some

strikes are more or less inevitable for this reason; but

nevertheless the majority of actual strikes are doubt-

less the result of faulty negotiation. If there is a con-

siderable divergence of opinion between the employer

and the Union representatives about the length of time

the men will hold out rather than accept a given set of

terms, then the Union may refuse to go below a certain

level, because its leaders believe that they can induce

the employer to consent to it by refusing to take any-

thing less
;
while the employer may refuse to concede

it, because he does not believe the Union can hold out

long enough for concession to be worth his while.
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Under such circumstances, a deadlock is inevitable,

and a strike will ensue; but it arises from the diver-

gence of estimates, and from no other cause. Any
means which enables either side to appreciate better

the position of the other will make settlement easier

;

adequate knowledge will always make a settlement

possible. The danger lies in ignorance by one side of

the other’s dispositions, and in hasty breaking-ofi of

negotiations.

This analysis suggests, what has in fact been the

general practical experience of collective bargaining

in England, that the best way of reducing the proba-

bility of strikes is the institution of joint meetings of

employers and Union leaders, using sufficient for-

mality to prevent hasty ruptures of negotiations, and

meeting frequently enough for each side to gain

some understanding of the circumstances of the

other. It suggests Conciliation Boards and Joint

Councils.

Yet conciliation, however intelligently operated,

cannot prevent strikes altogether. There will still be

some strikes necessary to keep the Union “in training”,

and further and more important, there remains the

possibility of a difference of opinion between the Union

leaders and their rank and file. The leaders may be

convinced that they have got the best that could be

got by any method, but they may fail to convince their

supporters. Probably conciliation actually increases

this evil
;
the closer the contact between Union officials

and employers, the more the officials become negoti-

ators instead of agitators, the easier it is to persuade

the ordinary member that his interests are being

neglected. The proportion of strikes into which
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officials are forced against their will is certainly very

highd '

I Conciliation generally works best when the board

possesses an independent chairnaan, who can interpret

the demands of one side to the other, smooth over mis-

understandings, and make suggestions His function

IS simply to facilitate the working of the board, and to

prevent unnecessary disagreements. It is altogether

different from the function of an arbitrator—although

in actual usage the terms conciliation and arbitration

have become hopelessly confused. The application of

arbitration to industrial disputes is different, and of

much more doubtful efficacy. It is indeed probable

that cases arise in which excessive confidence on the

part of the Union, or irritation on the part of the em-

ployers (leading them to under-estimate the cost to

them of a strike) may offer an opportunity for inde-

pendent valuation of the strength of the rival parties,

so that an arbitrator could put forward proposals which

would have a good chance of acceptance. Even when
direct negotiations have reached a deadlock, it is

nevertheless possible in almost every case for an

arbitrator to put forward terms which it would be to

the advantage of each side to accept: the Union be-

cause it is most unlikely to get better terms by striking,

the employers because acceptance would be less costly

than a strike would be. It may not be easy to find

such terms, and still less to persuade the disputants

that acceptance will really be advantageous; neverthe-

^ This possible failure of loaders to carry their followers with tliem is

of course the foundation of Marshall’s claim that “strong Unions facilitate

business” {I'konomica of Industry, 1907, p. 385). The more control over Lhoir

followers the leaders possc'js—and formal organisation with the accumulation
of funds gives a considerable amount of control automatically—the easier

18 it for employers to como to binding agreements with the Unions, and the
less is the probability of strikes.
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less the authority of a respected arbitrator may well

induce a frame of mind disposed to concession. If the

arbitrator has succeeded in inducing a belief in his

genuine impartiality, it may be psychologically easier

to yield to him than to the other party.

(It makes very little difference to this argument

whether the parties have pledged themselves to accept

an arbitrator’s decision before he gives it, or not; in

either case a wise arbitrator will proceed upon the

same lines. In either case he ought to seek for a settle-

ment which it will be to the advantage of each side to

accept; for even if a previous pledge makes it possible

to enforce a decision “against” one party, to do so will

certainly have the effect of disgusting that party with

arbitration. The present dispute is only settled at the

expense of making settlement more difficult in the

future by ruling out one possible method of solution,)

' Many arbitrators do indeed proceed on these lines

;

but the general usefulness of arbitration as a method

is diminished by the fact that an alternative line of

approach presents fatal attractions. It is difficult to

get out of the minds of arbitrators the notion that their

function is in some way judicial—and this in its turn

induces a legalistic approach, which has remarkable

consequences in the field of industrial relations.^ For

lawyers think in terms of rights, and so do Trade

Unionists. A legally-minded arbitrator cannot fail to

be impressed by Trade Union claims, couched in terms

of rights, to a customary standard, or to fair wages.

^ Sir KiUporfc Kettle, one of the early English enthusiasts for arbitration,

imagined that he had found the laws for which ho was looking in the laws of

economics. When acting as chairman of a conciliation board, he used to

refer “from tune to time to any well-settled economic laws bearing directly

on tho question” (see my aiticic, “The Early History of Industrial Concilia-

tion,” JSJeonomica, March, 1930), Kettle’s notions about tho difference be-

tween ooucihation and arbitration were very vague.
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Unless ho is uncommonly perspicacious, he is likely to

be more afEectcd by his feeling of the justice of such

claims, than by any apprehension of the consequences

of successful Trade Union pressure, of which, too often,

he has only a dim idea. It cannot be too clearly recog-

nised that in an arbitrator, legalism is a bias; the

arbitrator’s job is to find a settlement that the disput-

ants can with advantage accept, not to impose a

solution that seems to him fair and just. If he is in-

fluenced by considerations of justice (based nearly

always on very limited conceptions of where justice

lies) he cannot expect that party, whose procedure he

is inclined to consider unrighteous, to be very ready to

bring disputes for his decision.

Tf legalism generally implies a bias in favour of the

Union, it may perhaps be suggested on the other side

that class prejudice (arbitrators being rarely working-

men) provides a countervailing bias in the other

direction. Now the fear of class prejudice is certainly

a reason which makes Trade Unions loth to submit to

arbitration, and in consequence it is one of the things

which diminishes the usefulness of arbitration But it

may be doubted whether the fear is justified, whether

(fox this is the decisive test) the alleged class prejudice

of arbitrators can ever have any significant influence

in encouraging employers to use the method. In

practice, the danger of class prejudice is such an

obvious one that arbitrators are inevitably on their

guard against it, no arbitrator who took his job at

all seriously could fail to discount such a bias

fairly thoroughly. The bias of legalism is less easily

recognised, and so more insidious. It supplies a good

reason why employers should naturally be on their

guard against arbitration; if employers have a good
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reason, and unionists a bad reason (though one which

inevitably weighs heavily with them) why they dislike

arbitration, i it is not surprising that the history of

Industrial Arbitration is not vcrj'' glorious/
' When arbitration, instead of being simply one of the

methods of dealing with disputes, so that disputants

can go to arbitration or not as they choose, is made by

law the method which must be applied to any intract-

able dispute, a different situation arises. Compulsory

arbitration (at least in its extremer forms, as practised

in Australia, or over a considerable part of British

industry during the war) has many of the character-

istics of State regulation of wages through Wages
Boards. The sanction for the wage fixed is the power

of the State, not the power of the Unions; but since it

is much easier to exercise State power against em-

ployers (who are relatively few in number, and whose

property can be confiscated) than it is to exercise it

against Unions (fining Unions large enough sums to

act as an effective deterrent is politically difficult, and

strikers cannot be sent to gaol, for that would prolong

the withdrawal of their labour), arbitrators on a

compulsory system are driven to make large con-

cessions to Union claims. Indeed, so far as the im-

mediate objects of the Unions are concerned, com-

pulsory arbitration is the best system conceivable,

since the Unions arc likely to get whatever they can

persuade the State, or coerce the employers, to grant

^ In. her valuable survey of the work of the Industrial Court, the principal

official organ of arbitration in Gieat Britain since the war, Miss M, T. Rankin
shows that this body has been as much concerned with establishing a system

of quasidegal principles on which wages ought to be fixed, as with settling

disputes. It IS hardly surpusiiig that these principles turn out to bo nothing

else but the living wage and fair wages, the traditional principles of Trade

Unionism {Arbiiraiion Principles and the Indusinal Court, passim] see also

Amulreo, Industrial Arbitration, ch, xix,).
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them—whichever is the higher. But this, as we shall

have abundant cause to see, is not the end of the

story.^

Ill

The problem of Industrial Peace is only one, and

not by any means necessarily the most important, of

the economic problems raised by Trade Unionism.

Within wide limits, the more pacific is a Union’s policy,

the greater its economic influence— in particular, its

influence on wages—is likely to be. Thus, in studying

the potential influence of Unionism on wages, it is best

to assume that we are dealing with Unions whose

officials are highly competent, and in which there is a

spirit of confidence between officials and members.

Such Unions will strike rarely, and when they do

strike they will quickly come to a settlement with

the employers. We may now examine what are the

circumstances which favour the establishment by

such Unions of wages considerably higher than the

wages which would have been paid if combination

had not been present. This will give us a maximum
value for Trade Union gains; the Unions of actual

fact cannot generally be expected to do as well as this.

In our diagram (p. 143) this maximum level to

^ Tho dii’ct't regulation of wagcb by the Slate, m tho absonco of Trade
Umons—through Trade Boards, or Wages Boards of whatever description

—

does not concern ua here; but not only because it falls outside the title of

this chapteti The level of wages fixed by such boards is a matter of public
policy, and there is no economic reason why they should not in the fiist place
fix any level they choose Of course, some sets of wages would be so obviously
ruinous to the industry in question that they would only be fixed by a Govern-
ment or board which had altogether taken leave of its senses, hut this is a
matter of consequoneos, and the consequences of wage control are reserved
for consideration in a future chapter.
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which wages can be raised by Trade Union action,

when executed with the greatest possible degree of

skill, is given by OA; and it is the causes which de-

termine the level of OA, or rather ZA (the extra wage

due to combination) which we must now examine.

This level clearly depends upon the shape and position

of the two curves.

About the form of the Union’s resistance curve

there is not much that has to be said. It has already

been suggested that in many cases the resistance curve

may be horizontal for an appreciable portion of its

length; for example, in times of bad trade, a union may
resist a reduction in wages with all its might, but

suggestions for an advance, if they are made at all, are

not meant seriously. When the dispute arises originally

out of the men’s claim for an advance, a horizontal

stretch is indeed less likely
,
but even in this case, some

new level may easily invoke a special attachment

—

because it has been granted elsewhere, and is therefore

considered fair, or because it has been paid at some

earlier period, or for some similar reason. If now the

employer’s concession curve cuts the resistance curve

on the horizontal part, the union will generally succeed

in maintaining its claim
;
but if it cuts it at a lower

point, compromise will be necessary, and it is over such

compromises that misunderstandings and strikes most

easily arise.

More or less sentimental considerations of this sort

evidently have a large mduence on the willingness to

hold out for a given rate of wages; but the actual

duration of resistance depends on ability as much as

on willingness. Strikers’ ability to hold out depends,

in its turn, partly on the size of the union’s accumu-

lated funds (the amount of strike pay it can give),
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partly on tlie savings of tlie members (which enable

thorn to be content with a low rate of strike pay, or to

hold out when strike pay has disappeared), partly on

the attitude towards the strike of parties not directly

concerned (the willingness of shopkeepers to give

credit, the willingness of other unions or independent

well-wishers to give loans or donations to the union).

The greater the extent of such resources, the stronger

the union will be
;
and the more likely it is to be able

to secure a given level of wages.

How far the possible further consequences of

raising wages are likely to influence a union in making

claims—how far it is likely to abstain from demanding

an advance because of a fear that in consequence of its

being granted a proportion of its members would be-

come unemployed—is not a question that we can easily

discuss at present. Some influence of this kind there

undoubtedly sometimes is; but experience seems to

indicate that it is a good deal less than a superficial

examination of the economics of the situation would

suggest. This is one of the things we shall have to try

to explain.

We may now turn to examine the employer’s con-

cession curve. The wage an employer will pay rather

than submit to a strike of given length will depend on

the relative costs of concession and resistance; any-

thing which raises the cost of a strike to him will raise

the wage ho is prepared to pay, anything which raises

the cost of paying a given wage will lower the wage

obtainable. Once the duration is given, the most im-

portant conditions which determine the cost of a strike

are; (1) the degree to which the union can make the

strike efiective in causing a stoppage of the employer’s
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business; (2) the direct costs of the stoppage—the

profits unearned and the fixed charges uncovered; (3)

the indirect losses through breaking of contracts and

disappointment of customers. Anything which in-

creases these things increases the wage which Trade

Union action can secure. The most important factors

which govern the cost of concession are: (1) the length

of time the settlement is expected to last; (2) the ex-

tent to which a given rise in wages will diminish profits.

Anything which increases these will diminish the wage

the employer is prepared to offer.

One of the best ways of illustrating the significance

of these factors in Trade Union strength is to adopt an

historical method, and to follow out their working at

different stages in the development of collective bar-

gaining. This we shall endeavour to do in the next

chapter. But before passing on to that, there are cer-

tain general deductions from these points which may
conveniently be made here.

First, the power of Trade Unions to raise or retain

wages above the competitive level is much greater in''

times of good trade than it is when trade is bad. Not
only is the direct strength of the union likely to be

greater—it is nearly always easier to get members when
trade is good, for the men can afiord union subscrip-

tions more easily. The funds of the union are likely to

be higher for this reason, and also, if it pays unemploy-

ment benefit, because there is likely to be less drain

from that source. But more important than either of

these is the fact that when trade is good, the cost of a

strike to the employm will be immensely enhanced.

Once an employer is making large profits, and expects

those profits to continue in the near future, he is an

easy mark for union demands. He will nearly always
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be prepared to make some concession in order to avoid

a strike. On tbe other hand, when trade is bad, the

loss imposed upon him by a strike of moderate length

may be very small indeed (he may have been con-

sidering a temporary closing-down of his works in any

case) so that the union will have to be abnormally

strong, which it is very unlikely to be, in order to be

able to bring to bear any significant pressure at alh^

Next, some special attention must be paid to the

last of the five conditions on which we found the form

of the employer’s concession curve to depend- the ex-

tent to which a given rise in wages will curtail profits.

This is perhaps the most important of all the conditions,

and yet it is frequently overlooked.

Trade Union gains, like taxes, do not necessarily

stick where they are put, but can be passed on. ^ If an

employer pays higher wages to a particular class of

workmen, he does not necessarily content himself with

allowing everything else to go on as before, so that his

profits are reduced by exactly the amount paid in the

higher wages. The fact that this kind of labour can

only be engaged at a higher wage than before sets in

motion all those adjustments which were discussed in

an earlier part of this book (Chapter I). Since costs

have arisen, he will, if he can, raise selling prices. But
since any increase in selling prices will probably mean
a contraction in output, this will only be profitable to

a limited extent, depending on the elasticity of demand

^ It is true that in times of bad trade the efforts of the Union may be
powerfully seconded by an independent reluctance to out wages on the part
of employers (see above, p. 66)

2 Jj’orthe classical statement of this argument, see Marshall, Economics
of Industry (1879), p. 206. At present wo are only concerned with these
further effects of Trade Union action aa far as they affect the willingness of
employers to concede Trade Union claims. They will he elaborated much
more fully m Chapters IX. and X.
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for his product.^ Yet in so far as a reduction in output

takes place, it may have further favourable conse-

quences for him, to set off the direct fall in profits

which was occasioned by the rise in wages. For his

demand for other factors of production, other kinds of

labour, raw materials, transport, and so on, will be

reduced, and under favourable circumstances, the re-

duced demand may mean a considerably lower cost.

To some extent, then, a rise in the wages of a particular

class of labour can sometimes be shifted by the em-

ployers of that labour on to the shoulders of other

sections of the community, both those to whom they

sell and those from whom they buy. To the extent to

which they expect to be able to shift their losses in this

way, their resistance to union pressure will be reduced.

Another effect of raising the wages of a particular

class of labour is to make that class expensive re-

latively to others. It therefore supplies an incentive to

employers to use less ofthe labour in question and more

of other factors of production. In so far as such sub-

stitution is possible without great loss, the employers

will give way more readily.

But though easy substitution diminishes em-

ployers’ resistance to wage-advances, at the same time

there can be no doubt that this is a case where union

policy is considerably influenced by apprehension of

the consequences on employment which would be

likely to follow from success. Although any increase

in wages must mean fewer jobs than would otherwise

have been available—^whether by this route of sub-

stitution, or by the direct effect of higher costs in

* If ho has (liiocfc competitors not subject to the same Union pressure,

then the oxteut to which he can pass on his losses ia nearly negheible. Com-
petition IS extremely clastic demand.
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checking output—tliere can bo no question that the

efiectis much more obvious along this route than along

the other. As wc shall afterwards sec, the effect

through increased costs is usually deferred, and thus

less easy to recognise; but, at any rate, in an industry

whose methods are very flexible, where technical

change is very frequent (and it is only in such an in-

dustry that the possibility of technical change will

generally affect the issue of disputes) the workman al-

ways feels his job to be insecure because of the progress

of invention. It is not difficult for him to get some

rudimentary idea that he is more likely to be displaced

if he becomes more expensive; and apart from this, he

naturally directs most of his attention to using his

union to safeguard his job, rather than his wage. In

the engineering trades, which are perhaps more ex-

posed than any other British industry to the impact

of technical change, the policy of the unions has been

more anxiously concerned with putting restrictions on

the introduction of automatic machines than with the

control of wages; it is a very natural tendency in

the circumstances.



CHAPTER VIII

THE GEOWTH OF TRADE UNION POWER

Since the publication of Mr. and Mrs. Webb's great

history in 1894, much has been written on the develop-

ment of the English Trade Unions. But it is the social

and political aspects of this evolution which have been

most thoroughly examined; the economic aspects

have been much less adequately treated. The econo-

mist, seeking an answer to the most fundamental

economic problems of Union development, can get

little help from the historical literature, and is largely

left to his own devices. To him the most important

question is not any of those which have been so ex-

haustively studied, but rather the determination of

the extent to which,. .a.lL.different periods, the Trade

Unions .have .baeiL..a.bIe. ..tQ-a^lIft&t-wages . And .to,, this

economic historians, with their eyes fixed on_the

quaTitatrye rathefUSin" quantitafive
.
differences, .be-

tween competitive and cpllective. wageufixingj-bave

rarely ^tempted to give an answer.

In order to be able to answer this question at all,

some theoretical apparatus of the kind developed in

the preceding chapter is absolutely necessary. Without

some such apparatus it is impossible even to ask the

right questions, to get on the right road towards a

solution of the problem. With it we can at least hope

to do that; and although a fully adequate answer must

await more intensive historical research than it has

been possible to devote to the following pages, even a

169
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smattering of historical knowledge, rightly used, may
at least throw some light upon the economic side of

Trade Union history.

When our analysis is applied to the main facts of

that development, it becomes clear that the various

stages through which Collective Bargaining has passed

in this country form a natural sequence, the deficiencies

of each stage ofiering an economic stimulus for the

closer organisation of the next. We must beware of

any hasty conclusion that the economic stimulus was

the only one operating, and still more that it was the

dominating cause of closer organisation. But there can

be little doubt that the economic analysis does throw

a good deal of light on the causation of the process.

Like other things, Trade Unionism began on a small

scale—small clubs among the employees of a single

business, or of a small group of businesses in a single

town or village.''<N'ow it is clear that the power of such

embryonic unions must have been very limited—for

/
two reasons. One was the presence of available sources

of labour supply outside the combination, and the

i. consequent difficulty of making a strike effective. If

on the declaration of a strike, considerable numbers of

men, working for the employers affected, refused to

obey the orders of the Union, and remained at work,

the costs laid upon the employers were reduced (in all

probability more than proportionately to the numbers

of those who remained) and hardly anything could be

won from the employers as the result of so mild a

threat. Very naturally, pressure (and not always
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peaceful pressure) was brought to bear upon non-

unionists. But the law and public opinion frowned

very severely upon the more violent methods; and

\ “peaceful persuasion,” although in the end fairly

\efiective, took a considerable time to reach its goal.

Even when organisation reached the point of

making strikes fairly effective in this sense—in that

nearly all the men actually at work for the firms con-

cerned would withdraw—another danger of the same

kind remained. When the area covered by the Union

was small, employers could generally carry on (at

somewhat increased cost, it is true) by importing's-'

labour from outside the area. It is not surprising that

for both these reasons, the _^blackleg;(’ trouble was one

of the dominating features of the situation in those

early days. It was a natural consequence of the weak-

ness of organisation and the limitation of membership.

Even apart from blacklegs, it is improbable that

at this stage the Unions could have made very appre-

ciable gams, owing to the impossibility of employers

passing on the concessions which might be extorted

from them to other parties.^ So long as each employer

was faced with competition from other firms whose men
were not unionised, or at least not organised in the

same Union, the possibility of raising selling-prices, or

lowering the buymg-priccs of other factors, was small,

and the resistance of employers was therefore intensi-

fied by the fact that the whole burden of concession

must fall on profits. It is true that, now and again,

^ Thib statement icquirofa sonic modification with respect to those trades

whole inteilocal competition was still verj iiiiiierloct; since in tliese eases

a considerable rise m selling piicc may luivc boon possible williout too

serious a reduetiun in demand. Bub as tunc went on, tlie extent of these

opportunities must have been diminished 5 and it is very possible tiiat this

was one ot the reasons for tlio extension oi the area of lhado Union organisa-

tion.
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when an employer was caught with a contract which

he must fulfil to avoid heavy loss, strikers might catch

him at a disadvantage, and score a temporary success.

But such gains would inevitably be fleeting, since he

could not afford to carry on for any length of time with

costs higher than his competitors’. As soon as oppor-

tunity arose, he would defy the Union, and beat it.

Now although this second limit was certainly one

of the penalties of small-scale organisation, and

although in all probability it was largely responsible

for the weakness of early Unions, itls most unlikely

that at this period unionists had sufficient insight into

the motives of employers for it to have had much
influence in stimulating the extension of their organisa-

tions. Sometimes, it is true, we do find in Trade Union

history traces of a suspicion that the ill-success of

unionism in one district is a factor limiting the possi-

bilities of success elsewhere; but these are generally

vague, and mostly belong to a time when the move-

ment as a whole was past this initial stage. Blacklegs,

on the other hand, were an obvious nuisance; the

danger of direct undercutting by non-local labour must

have been the main economic consideration encourag-

ing the extension of unionism from small districts to

large, and even to the whole of an industry within the

national frontier. Doubtless there were less speci-

fically economic causes at work as well—feelings of

working-class solidarity, and the fact that capable

organisers would be easily flattered by size. And once

it had been discovered that financial organisation, the

accumulation of funds and the payment of benefits,

were the easiest way to hold a large Union together,

more members meant more subscriptions, and a finan-

cial motive for extension gathered considerable force.
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II

This second phase of Union history appears to

correspond, in the case of England, to the middle part

of the nineteenth century. It was only after the repeal

of the Combination Laws that open canvassing, without

which it would have been nearly impossible to form

large Unions, became really feasible; but for a long

while the sheer difficulty of organising large masses of

men presented insuperable obstacles. The organisation

of 1,000 men was a problem different in kind from the

organisation of 100, and a new technique had to be

invented. From 1825 to 1850 the story is therefore a

monotonous record of failures, and it is only after

11850 that any real success in the formation of large

junions is achieved.

Once this organisation had been accomplished,

the strength of the Unions was greatly increased.

Although Linion members were still in most cases not

a very large proportion of the total number of men
working in each trade, the blackleg trouble must have

become appreciably less serious, and at the same time

the accumulation of funds greatly increased the Unions’

staying power. A local strike cojild be supported Jiy

the aid of funds raised in other^districts, and so by

careful husbandry the funds at the disposal of a local

branch might sometimes be made so large that an

employer could be confronted with the possibility of

his men staying out almost indefinitely. In such

circumstances it is conceivable that Union gains

might be large
;
though since the burden of concession

must still fall almost entirely upon profits (competition

with other firms making it impossible to pass it



m THE THEORY OF WAGES on.

on) the resistance of employers would generally ho

strenuous.

Some things of considerable consequence the

Unions, in this second phase, could, and generally

did, achieve. It will be remembered that in our dis-

cussion of the mechanism of wage-reductions in a

free market, we found that the process is generally

initiated by the action of some “bad” or pessimistic

employers
;
and that these subsequently, if the condi-

tions of trade remain unfavourable, force the others

into line. Now if a strong Trade Union were to concen-

trate its attack upon these “bad” employers, it could

very effectively postpone reductions, since any single

employer who desired to cut wages would find the

whole force of the Union against him. (Ifthe decline in

trade was not too protracted, this policy might prevent

reductions altogether.) The most convenient means

of achieving this end was to set in the forefront of

Trade Union objectives the maintenance of a “common
rule”"definite minimumjyages_ or recognised piece-

lists throughout a district, enforced ^ the ccmcen-

tration" of'Umtui strength upon any employer who
sougUt to reduce these standa:^s.

Nearly all Unions in this second period had some

success in the establishment of standards, although

naturally the area through which the standard could

be enforced varied immensely. In localised industries,

like Cotton and Coal, strongly organised and well-led

Unions might extend standards over large and busy

districts; while, on the other hand, in less concentrated

trades the standard might apply to no more than two
or three firms in a small town. But the relation

between the standards established in two districts

must inevitably have been loose, even if the men



vin THE GROWTH OF TRADE UNION POWER 165

working in both were organised in tlie same National

Union; for costs of movement had allowed large local

differences in wages to persist in the competitive

market, and the achievement of a common standard,

even for places twenty miles apart, usually remained

for a long while beyond the Unions’ strength

Thus although this is the period of the first decided

successes of the Unions, their power was still very

limited. Save in exceptional cases, their membership

was not as yet very large, and although the weight

of their funds was iDeginning to tell, the competition

of employers in the selling markets made great suc-

cesses difficult. The average level of wages over a

period of years could not be much affected
;
the most

that could usually be done was to moderate or delay

the adjustment of wages to conditions of bad trade

by the enforcement of standard rates.

Under these circumstances, it was natural that

many Unions should turn to indirect ^yay8_of_rcachil^

their end. OheffifTffieUhcTs'tirnp'ottahf'Sf these was the

limitation of entry to the trade . When a trade is in

a flourishing condition, it draws immigrants to it, and

the presence of these immigrants retards the rise in

wages. This in itself the established workers may feel

to be a grievance; but in general the source of their

resentment is probably different. The good times are

unlikely to last for ever, and when the tide turns, the

newcomers, although the first to be dislodged, will

be a supply of potential blacklegs whose presence

will make it appreciably harder to resist reductions.

Thus, in addition to its direct and immediate effect in

forcing up wages, the limitation of entry to men with

certain defined qualifications strengthened the future

position of the Union, And once organisation had
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reached a moderate stage of effectiveness, it was a

tolerably easy regulation to enforce. For the times

at which it became most irksome to employers would

be times of extremely good trade, when the Union

found it easiest to enlist members, when funds

were at their highest, and when the cost of a stoppage

to employers (owing to the high profits sacrificed)

would be most alarming. But though all these things

made limitation of entry an attractive method of

control, it could never be a satisfactory alternative

to direct regulation of wages. For one thing, it

was far harder to make it appear respectable (a

man ignorant of economics nearly always feels the

regulation of prices to be more justifiable than the

limitation of supply—although they come to the same

thing)
;
and for another, the use of limitation of entry,

by itself, would have meant that wages, instead of

being steadied through periods of good and bad trade,

fluctuated more violently. The result of this has been

that while Trade Unions have continued to use limita-

tion of entry as one weapon in their armoury, it has

generally had a secondary importance, in comparison

with the direct control of wage-rates.

Ill

The transition to the third phase of Trade Union

history is marked by the rise of Employers' Associ-

ations.^ It is far more difficult to secure information

about these bodies than it is to get similar information

about Trade Unions; they are more secretive, and do

not present the same social interest as a lure to in-

^ To be distinguished, of course, from those other associations of firms,

formed 'to operate m the selling market —cartels and rings.
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vestigators, however great their economic importance

may be. But it seems unlikely that we shall get a

radically wrong impression if we date the most active

period of their formation as the last quarter of the nine-

teenth century.(Local understandings of a loose kind

had probably existed before that time; there is even

the great authority of Adam Smith for holding that

they were of some importance in the eighteenth

century.ySut it is not unlikely that Adam Smith’s re-

marks relate essentially to the pre-industrial or very

early industrial epoch, when the reluctance of em-

ployers to change ancient customary rates might well

induce a species of combination; with the progress of

the Industrial Eevolution they became more ac-

customed to the idea that wages do change, and (so at

least the evidence seems to suggest) employers’ com-

bination became decidedly uncommon.

But as the Unions grew in power, the situation in-

evitably changed. Where district minima were success-

fully achieved, the incentive to combination among
employers as the only possible means of enforcing

necessary wage-reductions became very strong. At the

beginning of a period of bad trade, the "good” em-

ployers might not have been ill-satisfied to see their

weaker competitors restrained from cutting rates
;
but

as time went on, and opinion in favour of reduction

made headway among the employers concerned, the

idea of combination must always have arisen. one

would care to expose himself single-handed to the
‘

attacks of the union^and allow his comT)etito£a.,to

ateal trade from hiihlSiilediejms-fifflhiangddrdr-ba^
;

but all (or nearly all) would desire to profit h&m the

* Wealth of Naiions^ bk k, ch, viii.

2 See Ilutt, The Theory of Collective Bargaining, pp. 25-30.
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reduction. Sooner or later some employer must have

taken the initiative, and asked his rivals to join him in

^ threatening a lock-out; and circumstances inevitably

arose in which such an invitation would be warmly

accepted.

V Over districts through which standards had

been established, employers’ combination inevitably

followed
;
but it was only in exceptional cases that the

unions’ policy had been sufficiently successful for these

districts to be very large. Nevertheless, once em-

ployers’ combination had begun, it spread fairly

quickly
;
even against a union which had failed to make

its standards uniform over wide districts, employers

tended to associate themselves on a larger scale. For

the standard rates were only one aspect of the piece-

meal policy; even when the rates in two districts

had not been standardised to the same level, the

employers had still to fear separate attacks—the whole

force of the union’s funds being used.as- a.po.w.erful

tj^e^t to win concessions frora.one-small group oiem-

ploymjafteinanotket. ^oiSkhuied actionnould-foiceihe

union to spread its power thinly ,OYSr a. wide-area, so

tbgiLaP indiyidual.empliiyer,bad .tp face.a-vniy.seidQus

threat. The most famous example of this process is the

l©i^eering Lock-out of 1897, when the Amalgamated

jSociety of Engineers declared a strike in London (to

Win a reduction of hours there) and then found itself

Countered by the newly formed Engineering Employers

Federation with the declaration of a National Lock-out.

This general organisation of the employers marks
the third phase, which reached its most perfect de-

velopment (though of course there were exceptions

and differences between particular industries) in the

early days of the twentieth century before the Great
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War. Wages were negotiated between unions and
employers in districts, large or small; it was only in

small localised industries that such agreements usually

covered anything like a whole trade. Central Feder-

ations of employers generally existed, but for the most

part they functioned purely as reserves
;
they took no

part in the direct negotiation of wages, but simply

prevented the unions from bringing excessive pressure

to bear on any local group. National Agreements be-

tween the central organisations did indeed exist in

several important cases; but the more we examine

these documents, the more we are struck by their

paucity of content. A few particular questions (hours

for example) did tend to be negotiated centrally
;
but

the National Agreements consisted, mainly, of “Pro-

visions for Avoiding Disputes”, arrangements that in-

tractable local disputes should be referred to the

central bodies. The presence of these clauses was

really a symbol of the employers' dominance, the

limit of Trade Union gains was no longer marked by
what the whole force of union funds could win from a

small group of employers, but by the point at which

such a group of employers could effectively summon
the central organisation to their assistance.

In itself, the organisation of employers was a

factor diminishing union strength; though historically

this was doubtless ofiset to a large extent by in-

creasing union membership. The rigidity of wages in

face of bad trade was greater than under competition,

since the marginal “bad” employers were restrained

from making reductions; the sentiment in favour of

reduction had to spread some way before reduction

could take place. But the initiative for a change still

came from the districts; and if any district was badly
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kit, the other employers in the association could not

very well restrain it from cutting wages, for fear that

the same trick would be played on them on a future

occasion. Their best course was to play for a com-

promise. Similarly, the other employers would gener-

ally give a certain amount of support to a group from

whom an advance had been demanded, because one

set of advances would give a strong precedent for

others. And although any employer whose men re-

ceived advances late in the series would secure a tem-

porary gain, no one could tell easily whether he would

be an unfortunate early victim, or a fortunate late one.

As a result, we must still regard the influence of Trade

Unionism on wages, even in the immediate pre-War

period, as partial and limited—confined to anticipating

a little the gains which would have accrued under

competition in times of good trade, and delaying a

little the losses which would have resulted in any

circumstances from periods of depression. In those

industries where the force of trade fluctuations, is not

generally very great, this was indeed a very significant

gain to the workers
;
for it meant that the temporary

wage-reductions which would probably have occurred

occasionally in competitive conditions were largely,

ruled out. But neither in the case of these industries,

nor with those normally subjectto greater disturbances,

was the average level of wages, even over a short period

of years, probably affected to any great extent.
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TV

But this has uot been the final phase of industi-ial

evolution. In one or two industries before the War,
and in most industries soon after the War, wage-fixing

passed beyond the phase of local initiative under

central supervision to that of central initiative. The
main cause of this change appears to have been the

total disorganisation of relative wage-rates in 1919-21.

Under the abnormal pressure of war demand, wages

in some industries and some localities had arisen re-

latively to others in a way which was obviously un-

tenable in the altered conditions of peacetime. Yet no

one knew where the new equilibrium would be, and no

one imagined that it would be anything like that which

had existed in 1914. So strange a situation, in which

sharp and revolutionary changes in the wage structure

had to be made, although no one really knew what

changes were appropriate, gave a long wished for

opportunity to those who held theories of how the wage

structure should be planned. Following the example

of the Trade Boards, and using the new machinery of

consultation which was to hand in the Whitley

Councils and other newly established conciliation

bodies, several industries set to work to reshape their

wage structure on new “rational” systems, while even

those which found it impossible to go so far neverthe-

less introduced sweeping changes.

In these new systems, it was inevitable that the

actual rates for each locality should be negotiated

directly between representatives of the central unions

and central employers’ associations. There was no

time for any other method but this, the most expe-

ditious. Sometimes time was saved further by leaving
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the pre-War local rates unchanged as base rates, and

adding to them a nationally-negotiated bonus. But

in either case, direct control over the effective wage-

level was handed over to the central bodies, who be-

came responsible for it. When it became necessary to

bring about any change in wages, it was to these bodies

that men naturally appealed.

It is true that these systems have generally pos-

sessed a certain amount of elasticity—rather more than

that possessed by Trade Board rates, for example. But

their installation has meant that no considerable

change in wages in the industries concerned could take

place without positive action by one massive organis-

ation or another, and without the threat of a stoppage

throughout the industry.

From the standpoint of the national economy this

change has been most serious
;
undoubtedly it has been

one of the main factors responsible for the scale of the

industrial strife which has marred the history of post-

war England. But from the point of view of wage-

regulation, it has a different significance. Eor the first

time, it has become possible for the resistance of em-

ployers to union pressure to be largely influenced by
the possibility of shifting a considerable portion of the

burden of high wages on to the shoulders of other

people, who are not in any direct way parties to the

dispute. As long as rival employers were not subjected

to simultaneous pressure, the extent to which this

could be done was very limited
;
once the same pressure

was felt by all, any firm could pass on a considerable

part of the cost of concession to its customers or to the

providers of other factors, confident that no one could

outbid it.

But although this possibility, on a considerable
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scale, was a new and vitally important factor in the

situation, it was not equally present in all industries.

The extent to which costs can be passed on to the con-

sumer, for example, depends on the elasticity of de-

mand for the product
;
and although our knowledge of

elasticities of demand is very vague, there is no doubt

that they do vary immensely from one commodity to

another. It is theoretically possible for men who work
at the production of a commodity of highly inelastic

demand to force up their wages almost indefinitely

—

so long as the demand continues inelastic, and so long

as no alternative method of production, or alternative

source of labour, is available. Their employers (if

attacked simultaneously) have hardly any incentive

to resist them. The more inelastic the demand is, the

easier it will be to establish a high level of wages by

Trade Union pressure; but with commodities of

elastic demand, the possibility of shifting is very slight,

and the resistance of employers proportionately in-

creased.

Even when wage-regulation proceeds on an in-

dustrial scale, there are some unions which are bound

to encounter a highly elastic demand. These are the

unions in industries with foreign competitors, whose

workmen, at least in the present stage of organisation,

are not organised in the same unions and do not exert

simultaneous pressure. They may be “protectable”

industries, whose foreign rivals compete with them in

the home market, or export industries, whose foreign

rivals compete with them in foreign markets. But in

either case, the elasticity of demand for the home pro-

duct is likely to be very high, since it has so convenient

a substitute in the foreign product. Naturally, there-

fore, once organisation has reached our fourtli phase,
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m which some industries can effectively pass on the

costs of high wages, a very considerable divergence is

likely to develop between the fortunes of different

unions. “Sheltered” wages must rise relatively to

“unsheltered”.'

V
This change in relative wages has been very evident

since the war; but it has been much more significant

in the second half of the decade than it was earlier.

The new national agreements came into force in 1920-

22; but it seems unlikely that they had any very pro-

nounced eliect in impeding the adjustment of wages

to the catastrophically changed price-level of the

latter year. Employers and men alike were quickly

convinced that the circumstances of 1920 were ab-

normal; while the state of trade was such that the

Unions could make little resistance to a determined

^ It IS not denied that some cSeot of this sort was probably present

before the war, m those tiades which transport costs, or other obstacles,

made quasi-monopolistie, and in those small trades which were aided by
local concentration to reacli my fourth phase at an early date, some amount
of shifting was possible. But thcie can be no question that it has become
a phenomenon of altogether dilferent magnitude in the last decade.

There is an interesting passage in Marshall’s acLOunt of Trade Unionism
(Econ(yinics of Indushy, 1907, pp 383 384) wheie he suggests that the “brac-

ing influence of foreign competition,” by preventing the unions m export

trades from making great gams by aggiessive action, and aggravating the

losses caused to the industry by strikes, leads them to develop a conciliatory

policy. “Those union o&cials who most fully realise the fundamental
solidarity between employers and employed, and who oppose ail demands
which would needlessly hamper production or inflict loss on the employers
are those whose advice is found to bear the test of experience best, their in-

fluence increases, and their character spreads itself over the union.” Post-

war experience moderates this optimism, but even with respect to earliei

history, it may be questioned whether Marshallwas not unduly impressed by
the very remarkable cases of Cotton and Iron and Steel, which must surely

have been m his mind when he wrote these words. Coal is also an export in

dustry, and the history of Industrial Kelationa there is very difterent

Personally I doubt if, m the pre-wai situation, the diflerence between
sheltered and unslieltered trades was as significant as Marshall thought.
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attack on wagefs. By the end of 1923 wages had found

their new level. There was already apparent at this

date a considerable divergence between sheltered and

unsheltered wages, but it was not much larger than

could be explained easily enough by two causes only

remotely connected with Trade Union action. Bor one

thing, the unsheltered trades were largely war trades,

which had been abnormally expanded for the pro-

vision of munitions, and which were in consequence

now saddled with an abnormal surplus of labour. And
for another, they were largely heavy trades, in which

wages had always been particularly influenced by the

Trade Cycle. In Shipbuilding, Engineering, and Coal-

mining, wages in 1923 were relatively low by pre-war

standards ;
but then 1 923 was a year of trade depression.

When trade recovered, it was reasonable to expect that

wages in these trades would recover too, while shel-

tered wages would share in the advance to a much
more limited extent.

These expectations were not fulfilled. In 1924

there was indeed an appreciable recovery in trade, and

with it the expected recovery in export trade wages.

The coal-miners exacted that short-lived and fatal

agreement whereby the minimum percentage was

raised from 20 to 33 Wages in engineering and ship-

building also rose. But the recovery was not confined

to the export trades. The workers in sheltered trades

also had not been satisfied with the wages they had

been forced to accept in the slump. In a considerable

number of cases they succeeded in getting their wages

revised. With improved trade. Trade Union strength

was increased, and that strength was used to exact a

rise in wages at a very early stage of recovery.

But the recovery did not persist. In April 1925,
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England returned to the Gold Standard, at a par of

exchange which cannot now be denied to have been

too high to be consistent with the then existing level

of wages. But the downward pull on wages which

thenceforward existed was not catastrophic like the

slump of 1921
;

it was much milder, and could to a

large extent be resisted by the Trade Unions with their

new-found strength. Not all the Unions, indeed, could

resist it effectively
;
for hero the divergence in position

between sheltered and un.sheltered trades began to

show itself in its true significance. The sheltered trades

stood up to the pressure, for they felt it very little, or

hardly at all. But it was very different with the export

trades. Even with these, of course, the pressure was

not simultaneous; particular influences crossed with

the general monetary deflation. But, one after another,

Coal, Wool, Cotton, became storm-centres. The re-

sistance of the Unions was prolonged and powerful,

though this only sometimes showed itself in a lengthy

stoppage like the 1926 Coal Strike. More often the

employers did not like the prospect of a strike, and

bore their losses for a long while.

The rigidity of wages, or successful resistance of

wages to downward pressure, which was a dominating

factor in Britain's economic position between 1925 and

1931, was further reinforced by an indirect consequence

of the national agreements. The threatened wage-

changes could not take place gradually and on a small

scale; they thrust themselves into the front pages of

the newspapers, and became events of which politicians

had to take notice. It was impossible for Governments

to avoid interfering in the disputes; and once they did

interfere, they acquired a certain amount of responsi-

bility for the outcome. Fox obvious electoral reasons.
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no democratic Ciovcrnment cares to be associated with

wage-reductions; and thus the influence of the State

was nearly always directed against those adjust-

ments which it had made necessary by its own
policyd

Further, throughout the post - war period, all

Governments have undoubtedly been strengthening

the hands of the Unions, by the system of Unemploy-

ment Insurance. If it had not been for Unemployment
Insurance, there can be little doubt that many of the

national agreements would long ago have broken down,

or been rendered much more flexible. It is not so much
that the Unions, if they had had to look after their own
unemployed, would have been financially weakened,

and thus less able to resist wage-cuts, although this

may be of some importance. The significance lies

rather in that clause, which has run through all the

multitude of Insurance Acts, decreeing that employ-

ment “at a rate of wages lower, or on conditions less

favourable, than those generally observed in that dis-

trict by agreement between associations of employers

and employees" shall not be regarded as suitable em-

ployment, refusal of which disqualifies for benefit. If

it had not been for this clause, it is impossible to be-

lieve that it would have been possible to enforce agree-

ments in the face of large and persistent percentages

of unemployed in regular trades. New firms would

have started up, absorbing the unemployed at low

wages; many of those firms which have actually closed

down would have remained open with “blackleg"

labour. And in face of competition from these

^ The Coal Mines Eight Hours Act of 1926 is not really an exception to

this rule. An increase in hours seemed to be the only alternative to still

heavier reductions in wages than those \vhich came about. The Government
was faced, from its own point of view, with a choice between two ^vils*
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sources, the national agreements must have given

way.

This is not a pretty alternative
;
but on the question

whether the choice we have made is better the follow-

ing chapters may perhaps throw some light.



CHAPTEE IX

WAaE-RKGULATION AND UNEMPLOYMENT

I

It is now time to return from this historical digression

to the general issues of theory with which we are

more directly concerned. We have examined the

conditions which make it possible for Trade Unions

to secure at any time the payment of wages higher than

would have been paid in a competitive market. We
may now assume that such wages are being paid,

whether as the result of Trade Union pressure or

because they have simply been imposed by the State

;

and we may proceed to enquire what the consequences

of such a situation are likely to be.

Very simple and familiar economic reasoning

suggests at once the main answer—unemployment.

A raising of wages above the competitive level will

contract the demand for labour, and make it impossible

to absorb some of the men available. As the employ-

ment of labour contracts, the marginal product of

the men still employed will rise; when the marginal

product has risen to a level corresponding to the new
wage, the increase in unemployment wiU stop.

There is nothing in the arguments put forward

in this book to suggest that this analysis is not sub-

stantially right. But it is obviously a simplified picture

of what goes on, couched in terms which remove it

further from reality than is necessary; so that it is

hardly surprising if those engaged in industry have not

170
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found it easy to recognise as their own experience.

Some further discussion even of tliis simple direct

reaction seems to be desirable if we are to have clear

ideas on the matter.

First of all, we must distinguish between the cases

of a partial control of wages—in some firms or indus-

tries only—and a general control of wages extending

throughout a whole community. If the control is

limited to particular employments, then certainly the

demand for labour in those employments will contract

below the level which it would otherwise have reached.

Some men who would have got employment there can-

not now do so
;
they must go off and seek employment

elsewhere. This may indeed cause temporary unem-

ployment, if men have to be shifted from one trade,

or one district, to another; but it is essentially the

same kind of thing as results from an ordinary change

in the demand for labour, common enough in a per-

fectly free market. In this case, it is not the unemploy-

ment which is, economically speaking, the most signifi-

cant effect of regulation (in an extreme case, where the

affected firms are abnormally prosperous, and the rise

in wages is only just sufficient to prevent them expand-

ing employment or to diminish their expansion, there

may be no net unemployment due to the regulation)

;

the important effect is the redistribution of labour

—

the fact that some men are prevented from securing

employment in a trade where they would be better

off than they are otherwise condemned to be.

When the control of wages is general, the situation

is different. If there are not sufficient uncontrolled

industries to absorb the men who cannot get employ-

ment in the controlled industries~or absorb them at

a real wage above starvation level—then the unem-
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ploymcnt which results is not temporary in the

above sense. It must go on, until the long-run economic

forces which determine competitive wage-levels—-in-

vention, the accumulation of capital, and, in an open

community, the direction of foreign trade—produce

such a change in the wages which would have been

paid in the competitive market as to enable the unem-

ployed to be absorbed. That is to say, the unemploy-

ment must go on until the artificial wages are relaxed,

or until competitive wages have risen to the artificial

level.

It will be one of the principal tasks of the next

chapter to determine to what extent it is possible to

hold out a hope of this taking place. But for the

present it is worth our while to concentrate on the

more immediate reactions, on the unemployment-

manufacture which results directly from Trade Union

action and the policy of wage-boards. We can leave

until later the question of how far secular changes

in economic resources may cause this unemployment
to disappear.

II

It should be clear from our analysis of the Marginal

Productivity theory in Chapter I that the effects on
employment of artificially high wages may easily be

slow in making their appearance. Take first the case

of a single firm, carrying on in a condition of moderate

prosperity, which is compelled to raise wages. Apart
from the possible reactions of the change in wages
on the efficiency of labour (on which we shall have
something to say later) this means a reduction in

profits. But although some reduction in profits is
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inevitable, the employer will obviously do all he can

to make it as small as possible
;
and the ways which lie

most directly open to him all involve a reduction in

his demand for labour.

First, there will probably be some men who are

doing work of relatively small importance to the

conduct of the business, and who can consequently

be dispensed with. So long as the wages they received

were relatively low, it was estimated that their employ-

ment brought in more than they cost
;
but at the higher

level of wages this is no longer the case. Secondly, there

may be certain lines of business where the profit on

turnover was small; and these again, although they

just paid at the old rate of wages, may not pay at

the new. If they are abandoned, that is another reason

why employment should contract. But it is probable

that in most cases the contraction of employment

which arises in these ways would be fairly small, so

that the immediate effect on employment of a rise in

wages may not be considerable.

But the reason for this is that an entrepreneur, by in-

vesting in fixed plant, gives hostages to fortune. So long

as that plant is in existence, the possibility of economis-

ing by changing the methods or the scale of produc-

tion is small; but as the plant comes to be renewed,

it will be to his interest to make a radical change.

Either he will reinvest his capital in some form of

plant which uses less of the labour whose wages have

risen—if a form can be found which reduces output

less than it reduces costs
;
or alternatively, instead of

reinvesting his depreciation allowances in a new form

of plant for this business, he will decline to replace

his plant, and will keep his capital in the form of

shares in other businesses, so long as these yield a
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higher rate of return than he would get by reinvest-

ment in his own.

Naturally this is a slow process, for some reinvest-

ment in old forms will very often be necessary in order

to preserve the earning-power of the old equipment.

But there will be a continual urge to such transforma-

tion ,
and as it takes place, more and more of the high-

wage labourers will be unemployed, and driven to

seek work at lower wages elsewhere. This process will

only stop when the contraction has proceeded so far

as to raise the rate of profit upon that capital which

is kept in the business sufficiently to remove any

incentive for the employer to change methods to the

disadvantage of labour, or to withdraw capital and

reinvest it outside.

Tf, instead of considering a single firm which has

been in a stationary condition, we consider an industry,

or group of firms, then there is another possibility.

For even if the group as a whole is stationary, in the

sense that, apart from the rise in wages, its total

output would have tended neither to expand nor

contract, individual firms in the group may reasonably

be supposed to be changing in scale and prosperity, in

accordance, perhaps, with the changing ages and

efficiencies of their managers. Some firms will be on

the downgrade
; and the rise in wages, by diminishing

their already meagre profits, will hasten their decline.

Ordinarily, their place would have been taken by the

establishment of new firms; but since profits are now

abnormally low in this industry, the incentive to

capitalists and entrepreneurs to choose it as a field for

investment will be seriously diminished. The number

of firms in the industry will be diminished, for more
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will go out, and fewer will come in. Thus output and

employment will fall.

This will be the process in a stationary industry.

In an expanding industry, where profits were abnor-

mally high, the artificial raising of wages may cause,

not contraction, but only a retarding of expansion.

For the reduction of the abnormal profits, caused by

the rise in wages, diminishes the incentive to transfer

capital to this industry; it therefore diminishes the

incentive for the old firms to expand, or for new firms

to enter; and the expansion of the whole industry

is therefore less than it would otherwise have been.

In a contracting industry, where profits are already

abnormally low, high wages will accelerate decline.

It is now easy for us to see why Trade Unionists

bother so little about the connection between their

wage-policy and unemployment. The unemployment

caused by their policy does not all appear at once, but

only declares itself gradually. Even if the initial

advance was made at a time when the state of trade

was neither particularly active nor particularly de-

pressed, there would probably still be very little un-

employment to begin with. The unemployment which

is actually a result of the original advance will only

show itself as plant comes to be renewed, or as the

marginal firms die off and there is none to replace

them. Thus to the Trade Unionist wages and unem-

ployment naturally appear to have little connection.

The initial unemployment may be too small to be really

noticeable; and the later additions are most easily

ascribed to quite difierent causes. That which comes

from substitution is put doAvn to “labour-saving

machinery that which comes from bankruptcy and

closing-down is ascribed to the inefficiency of em-
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ploycrs. That the wage-policy which has been going

on so long and has seemed so successful has anything

to do with present calamities seems too far-fetched

to be considered.

When, as is indeed most likely, the initial dis-

crepancy between Trade Union rates and the rates of

the competitive market arises, not at a time of normal

trade, but in the midst of an upward or downward

swing, even the initial unemployment may easily be

masked. The earliest stages of the growth of unemploy-

ment which actually results from wage-policy are

completely hidden in the unemployment which comes

from a depression in trade.

Ill

Whatever may be the case with the ordinary Trade

Unionist, no one with an economic education is likely

to deny what has just been established with perhaps

unnecessary detail—that a raising of wages in one

industry will diminish the demand for labour in that

industry. But even economists sometimes find a diffi-

culty in seeing that what is admittedly true for each

industry separately is also true for all industries taken

together. Once we have universal Trade Union action,

the ceteris paribus assumptions, with which Marshallian

economics is accustomed to work, break down; it is

no longer fair, for example, to suppose that the demand

curves for the products of the industries remain un-

affected by the changes; and a way of looking at the

problem which had sufficed with one industry con-

sidered alone, becomes unsatisfactory in the more

complicated case.
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But it is not really difficult to adjust our views

to this case. It is true that we must not look at the

various industries successively
;
we must look at them

simultaneously. But we can then prove conclusively

that an all-round rise in wages must cause unemploy-

ment (apart, again, from reactions on the efficiency of

labour) by supposing it does not, and then proving the

continuance of such a situation to be impossible.

We now suppose that the free labour market has

entirely disappeared. It does not matter very much if

we regard all industries as unionised, and all the

Unions forcing wages above the competitive level; or

whether, initially, only some Unions are doing this,

and the others are resisting the fall in their wages which

the rise in the first trades tends to produce. There is no

serious tieoretxcai dijJerence here. Bat for sfmphcity’s

sake we shall for the present assume that we are dealing

with an isolated or closed community, and also with

one that is stationary, having no tendency either to

economic progress or decline. We may also assume
that by “wages” we mean real wages. The complexi-

ties which are introduced in practical afiairs by the

absence of these limitations we can examine later.

Suppose now that a rise in wages takes place and
that initially no one is discharged. The rise in wages
does not directly increase the spending-power (meas-

ured in terms of goods available for exchange) which is

coming forward to take off the market the goods
offered for sale. All that happens is a redistribution of

that spending-power; more of it comes from wage-
earners and less from the receivers of profit. This may,
and indeed probably will, alter considerably the relative

demand for different commodities; the demand for

some commodities (those which wage-earners would
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buy if they had a little more money) will increase, while

the demand for those commodities which are consumed

mainly by the capitalist and employer classes will

diminish. This will affect considerably the relative

profits of different trades—employers in some trades

may find themselves better off than before, even with

the higher wages they have to pay, but employers in

other trades (doubtless the great majority) will be

worse off. The general rate of profit will diminish.

The disturbance in the relative rates of profit

earned in different trades will lead to a good deal of

shifting of industrial activity, those in which profits

are now higher tending to expand, and the others to

contract. But in so far as this merely reflects the

changed relative demand for different products, there

is nothing to suggest that it is likely to lead to per-

manent unemployment. For, on the whole, as many
men as are thrown out from the one class of businesses

are likely to be absorbed in the other. (There may of

course quite well be serious temporary unemployment

owing to the difficulties of transfer.)

But the shifting of demand for products is not the

only reason why a transference of resources will take

place. Some trades use a higher proportion of labour

to capital than others; so that while, in the more

capitalistic trades’- (speaking generally, and apart from

the variations in demand for products) the burden of

the high wages on profits will be small, in the loss

capitalistic trades it will be much more considerable.

Profits will therefore be higher in the first class than

in the second, and there will thus be a tendency for

^ By “moro capitalistic” mduatnes, I mean those mdustnes which use a

relatively largo proportion of capital to labourm making a unit of product,*

similarly by “a more capitahstic method” I mean a method which uses a

larger proportion of capital to labour.
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capital to shift—from the less capitalistic to the more

capitalistic trades.

But this second tendency—unlike that which arises

from the change in the demand for products—is not in

the long run innocuous to the employment of labour.

For a given amount of capital, which enabled a large

number of labourers to be employed in the less capital-

istic trades, will employ far fewer men in the more

capitalistic industries. Although employment expands

in the latter, they cannot absorb all the labour which

is thrown out elsewhere.

Now even if this kind of transference were to take

place completely up to the point where it ceased to be

advantageous to the capitalists—and, for all the

reasons we have previously mentioned, this is bound

to be a slow process—the rate of profit would still in the

end be lower than it would have been in a free market.

For capital is being forced into uses less advantageous

than those which would then have been open to it, and

its net productivity is therefore lower. .And so there

is still an incentive to further change. And a further

change can advantageously be made—^by making each

industry more capitalistic than it was before. The

wages of labour are higher and the rate of interest

lower than they would have been in a free market; so

that more capitalistic methods of production which

would not have been profitable then become profitable

now. But the adoption of these methods lowers still

further the amount of labour which is required with

a given volume of capital
;
and so increases unemploy-

ment.

But although this change of methods, like the

shifting of resources between industries, must increase

net unemployment, it will not increase unemployment
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at all regularly, nor necessarily increase it in every

industry. Under modern conditions, the use of more
capitalistic methods means, to a large extent, the in-

creased use of machinery; and since the making and

the using of machines are now generally specialised

into different trades, the fate of these trades will be

different. After a certain lag, maybe, the demand for

the products of the machine-making trades will begin

to expand—at least relatively to other industries
;
for

it is conceivable that the reduction in employment, by

reducing the demand for final products, may set off

this increase. But it remains perfectly possible that

employment in the heavy industries—^those specialised

to the production of capital goods—will be well main-

tained
;
and, as far as the things we have hitherto taken

into account are concerned, it is certain that there will

be relatively less unemployment in the heavy trades

than elsewhere.

On the other hand, unemployment will be concen-

trated in those trades where relatively little capital is

employed, and among the producers of consumption

goods. The providers of services will also suffer severe

unemployment, particularly if the services in question

have been previously demanded mainly by the weal-

thier classes, who may be expected to suffer worst from

the fall in profits. (This will be the case particularly in

the early phases of the process. As the various trans-

ferences and substitutions which we have been des-

cribing are carried through, total wages will fall owing

to unemployment, while total profits will rise, since

more profitable investments for capital are being dis-

covered than those which were at first available. This

will of course be beneficial to the chances of employ-

ment of the class just mentioned.) Further, the dis-
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tributive trades will contract heavily; cooks, tailors,

repairers of all sorts will suffer severe unemployment,

both on account of a direct decline in the demand for

their services, and because their labour will be sub-

stituted by more mechanical methods, and by the

mass-production of standardised goods. So great will

be the unemployment in these trades (if the original

rise in wages has been at all considerable) that it is

most unlikely that they will be able to maintain a level

of wages comparable with that enforced in the rest of

industry. Their wages will therefore fall, and the

pressure of unemployment will thereby be somewhat

relieved.^

IV

This picture of the incidence of unemployment

appears to follow inescapably from our reasoning
;
but

it is extremely surprising. For in an earlier chapter we

have seen good cause to suppose that the situation of

Great Britain between 1925 and 1930 was essentially

similar to that of the community whose economy we

have just analysed
;
and it is well known that British

unemployment was very differently distributed from

this. Indeed, the position was not only different; it

was almost diametrically opposite. Unemployment
was concentrated in the heavy industries, while the

distributive trades, which ought, on our analysis, to

have been most severely hit, positively flourished. The

antithesis is, however, so complete, that we need not

^ Up to this point, my analysis of the effects of a general rise in wages is

largely based upon the classic study of Bohm-Bawerk {Macht oder okonomiS’

ches Oeselz m Oesammelle Schrifien, vol. i.; see particularly pp. 270 ff)^ What
follows owes a great debt to Dr. P. A. Hayok. (See his article, “Kapitalauf-
zehmng,” WeUmriscJuxftUches Archiv, July, 1932.)
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despair, and conclude that we are on altogether wrong

lines. So perfect a negative can hardly he a coinci-

dence.

A partial explanation of this extraordinary dis-

crepancy is obviously to be found in the fact that

Britain is not a closed community, but is extremely

dependent on foreign trade. Largely owing to her

historical position as an international lender, a con-

siderable proportion of her exports are capital goods.

The concentration of depression on the heavy indus-

tries is partly explained, therefore, by the fact that they

are export industries. Even if they had suffered rela-

tively little by a contraction in home demand, they

would still have been hit by the unprofitableness of

export in competition with foreign firms not exposed

to the same kind of pressure.

Another partial explanation, though even less

general in its significance, is to be found in the fact,

noted in the previous chapter, that the heavy indus-

tries had been expanded by the abnormal demand of

wartime (when they were practically converted into

consumption goods trades), and they were now due for

a contraction owing to a natural shift in demand.

Neither of these explanations, however, is wholly

satisfactory. For the relative prosperity of the dis-

tributive trades, and of those sheltered trades en-

gaged in the manufacture of consumption goods, still

remains quite unaccountable. Even when we allow

for these supplementary considerations, we still cannot

see why the distribution of unemployment should

have been so perfectly opposite to that which we first

deduced. A piece of the puzzle still seems to be

missing.

Now one important possibility was left out in our
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previous analysis. We began then by assuming that

the community was in a stationary condition, tending

neither to economic progress nor decline. This implied

(although the implication was not stated) that the

community’s stock of capital remained approximately

constant ; for the accumulation of capital is one of the

principal causes of economic progress, just as the

destruction of capital is perhaps the chief cause of

economic decay. By taking it for granted that the

fundamental conditions of stationariness remained un-

changed after the change in wages, we made the tacit

assumption that the transference of capital to new uses,

the principal way in which the economic system, reacts

to a change in wages, could take place without affecting

the total supply of capital. This assumption must now
be called in question.

It is most unlikely that a stationary community,

in which the supply of capital was constant, would be a

community in which there was no saving. For portions

of the social stock of capital are continually being

destroyed, through accidental losses, mismanagements,

and investments that do not come up to expectation.

In order to maintain the total capital supply un-

changed, there must be enough new saving to make
up for these losses. Part of that saving will take place

within firms, reserves being built up to cover the

various risks to which their capital is exposed; but

since, we may expect that in any given period some

firms will suffer losses large enough to drive them into

liquidation, some private saving will also be neces-

sary to cover these losses.

We can now see that it is most improbable that a

general artificial raising of wages can take plaoc with-

out there being some effect on the quantity of social
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capital. Changes in the quantity of available capital

will occur in four ways:

yl. More firms than usual will be driven into liquid-

ation and their capital lost.

2. Firms which are not driven into liquidation, but

suffer a severe decline in profits, will have a strong

incentive to reduce their dividends by less than the

decline in profits, in order to keep shareholders quiet

in these “bad times.”^ This is particularly likely to

happen if a large portion of their capital is raised by
fixed-interest securities.

3. Capitalists, suffering a decline in dividends, and
consequently a decline in income, are very likely to

save less—whatever is the effect of a reduction in

the rate of profit on their willingness to save.

' 4. To some extent this will be set off by an in-

creased saving by wage-earners.

Now since the capitalist class, by reason of their

being already capitalists, may fairly be assumed to

have a more developed habit of saving than wage-

earners will have, it is improbable that (3) will be com-

pletely set off by (4). If this is so, there can be no doubt

that the total effect of the raising of wages will be to

diminish the total supply of capital.

Once we admit the probability of this reaction, we
are confronted with a new situation, with whose full

complexity we are not yet in a position to deal. But

certain preliminary conclusions may be stated, while

* Those firms which anticipate that the bad times will continue are

perhaps unlikely, save in extreme eases, to eat into their capital in this

way. But since, in tlie more depressed industries, tlie trouble may easily

not be traced to its source, but may be put down merely to a dochne in

demand, which is not further analysed, entrepreneurs are very likely to

maintain dividends, in much the same way as they would raamtam wages

m a free market under apparently similar circumstances* {CJ. above, p, r>2,)
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their more precise elaboration must be left over to

Chapter X.

In so far as the total capital available is reduced,

the extension of more capitalistic methods and the

consequent activity of the heavy industries will be

damped down. For every reduction in tlie supply of

capital will tend to raise the rate of interest higher than

it would have been on the basis of our previous as-

sumptions, and so diminish the incentive to substitute

labour by machinery.^

On the other hand, the fact that the capitalist class

as a whole has declined to contract its consumption

jiari passu with the fall in profits, means that one very

important stage in our argument—the conclusion that

the demand for consumption goods would not he

stimulated on balance by the rise in wages—^is no

longer valid. There will be a net increase, at any rate

to begin with, in the demand for consumption goods,

because a portion of those funds which would other-

wise have been devoted to the replacement of produc-

tive equipment is now spent on them. This is clearly

a factor making for less unemployment in the consump-

tion goods trades, although it will be directly set off by

more unemployment in the heavy industries.

Although we are not yet in a position to compre-

hend properly the situation which arises in these cir-

cumstances, it is easy to see that our picture is now
taking a shape much more recognisably consonant with

the facts, with which, at an earlier stage of the dis-

cussion, it clashed so violently. It is true that in post-

^ In BO far as it inakca aubsUtution uiorc dilHcult, the destruction of capital

la a factor favourable to the luaiiitenanee of employment, but on the othei

hand, it will have obvious bad elTects tm omployment, since less capital

will be available to employ labour even on the old methods. Wliiih of these

tendencies will be dominant is a question that we cannot adequately dibcusa

at present (see below, p. liUl).



K WAGE-REGULATION AND UNEMPLOYMENT 195

war England the control of wages was probably not

imposed upon a stationary community, for it is likely

that some increase in the national stock of capital was
all the while going on, But this makes very little

difference, so far as the distribution of unemployment
is concerned. For if a community has been increasing

its capital by net saving at a given rate in the past, the

same circumstances which diminished the capital of a

stationary community would come into force to check,

in a progressive community, the rate of increase. In

the stationary community the scale of the industries

which produced capital goods would be adjusted

merely to the replacement of the existing stock of those

goods; in the progressive community net additions to

this stock would also be made. And thus, even if, in the

latter case, the decline in the rate of increase of capital

was not sufficient to cause an absolute reduction in the

supply, the heavy industries would nevertheless ex-

perience a decline in the demand for their products

below the level which they had expected, except in so

far as this was set off by the substitution of machinery

for labour and the use of more mechanical methods in

the other trades. Similarly, the reduction of net saving

would operate as a relative increase in the demand for

consumption goods, leading to relative activity in

those trades which most directly minister to the wants

of the consumer.

It must not be supposed, however, that the ten-

dency in this direction, which has been so striking a

characteristic of post-war England, is solely due to the

causes already mentioned. It has been pointed out in

the preceding chapter that artificial rates of wages, re-

sulting in long-continued and extensive unemploy-

ment, can only persist if some means are taken by
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which the unemployed are kept alive at a standard

of living with which they are not too actively dis-

satisfied. This could be done simply by a levy on

wages, on the lines of the old Trade Union unemploy-

ment benefit. In that case, what has been said so far

remains perfectly valid; for the fact that a portion of

the high wages are handed over to the unemployed

more or less as a present makes no significant differ-

ence to economic structure. Of course the advantages

gained from wage-control, even by those who remain

in employment, are heavily diminished. If on the other

hand, as has been the case in the practical instance,

the unemployed are sustained by funds raised through

loans and by taxation (the employers’ contribution to

the insurance fund being a tax that raises, in the most

direct manner possible, the cost of labour), then the

effects which we have been describing are considerably

intensified. The supply of capital to industry is still

further reduced, the depression in the heavy industries

is intensified, and the demand for consumption goods

is maintained with even less reduction than before, or

possibly even increased. We have certainly no longer

any difficulty in accounting for the distribution of un-

employment.

This completes our survey of the direct reactions

on employment of the maintenance of artificially

high wages. But it does not by any means exhaust

the questions which have to be answered if we are

to have a satisfactory understanding of this causal

process. It shows how a community may get into a

certain rather disagreeable position, a position which

obviously has a good deal of relevance to much recent

history (in England and elsewhere); but it does not

show what are the prospects of getting out of that
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position—or, generally, where the process leads. We
frequently find that writers who successfully diagnose

the presence of high-wage unemployment, conclude

that the only prospect of a cure is an improvement in

productivity. It is the conditions under which such a

cure is possible that we must now examine.^

In Chapter VI. we have already been concerned

with the working of those fundamental causes of

economic progress from which alone an improvement

in productivity can be sought. The analysis of

Chapter VI. thus begins to have a distinct relevance

to our present discussions. With the slight change in

method, in which we are thus involved, it seems con-

venient to begin another chapter.

* The solution will bo given only in general terms, and it must not be

understood that tho author would wish to apply it without qualification to

the historical infitance which has boon used for illustration m the above

argument. A full survey of the causes and prospects of unemployment m
modern Britain would involve the examination of many raattora which fall

outside the scope of the present study. But it may be claimed that our

analysis throws light on some aspects of the prohlem



CHAPTER X
FURTHER CONSEQUENCES OP WAGE-REGULATION

How far can we expect the process of contraction

described in the last chapter to lead to the establish-

ment of a new equilibrium? This is the first question

which we must endeavour to solve with the aid of our

analysis of Distribution and Economic Progress. (It

is true that we are now concerned with a process

of decline, rather than one of progress; but, within

limits, our earlier analysis was equally applicable to

either case.)

I

We may begin with the case considered in the

central portion of the last chapter: that which arises

when, in a stationary closed community, the general

level of real wages is raised, and maintained, at a

height inconsistent with normal employment. We
saw then that (provided there is no wastage of capital

in the process) capital will be transferred to the more

capitalistic industries and to more capitalistic processes

within the same industries
;
and that this must go on

so long as there is any possibility of increasing profits

by such transformations. We can now see that a final

position must be reached which is precisely the same

as that which would have occurred if there had been

a direct reduction in the number of labourers available,

and a consequent rise in their marginal product on

account of the increased capital per head available for

198
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them. (Naturally their average productivity rises as

well on account of the increased capital per head

employed; while a further apparently favourable effect

on productivity arises because the men excluded

are likely to be on the average less efficient in them-

selves than the men who remain in employment.

But neither of these things conflicts in the least with

the fact that the total social product is reduced.)

The final position thus reached is one of equilib-

rium, if the existence of the unemployed is left out of

account.

II

Other things being equal, an increase in the supply

of capital will raise the real wages at which a given

number of labourers can be employed; similarly it

will raise the number who can be employed at a given

level of real wages. On the other hand, a reduction in

the supply of capital will reduce the number whose

employment at a given wage-level is consistent with

equilibrium. Thus, if capital is destroyed, through

firms becoming bankrupt, and replacement funds and

circulating capital being paid out in dividends and not'

reinvested, that is a powerful force making for the

increase of unemployment. But this does not merely

mean that the number of men who can be employed is

lower in the final equilibrium; it means that that equi-

librium itself is harder to reach. For it is the contraction

of industry itself which puts businesses into a condition

in which they are tempted to consume their capital;

but the greater the destruction of capital, the more

industry must contract
;
and this in its turn encourages

further capital consumption, which can only be
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avoided if a drastic cut is made an either dividends or

wages. If once the tendency to cut into capital can

be removed, equilibrium is attainable; but there is

clearly a possibility that this may not be the case.

The contraction may prove cumulative.

There are three reasons why the equilibrating

tendencies, which usually prevent the effects of an

economic change continuing indefinitely in one parti-

cular direction, may possibly be absent here. First, the

consumption of capital within particular firms may
easily induce a considerable amount of capital-wastage

outside. Those firms which are driven into bankruptcy

cease to demand machines and other kinds of plant

from the makers; the firms which dissipate their capital

are compelled at the best to renew their equipment less

frequently. The demand iox the products oi the con-

structional industries thus falls off heavily. Some

counteraction to this—but most improbably a suffi-

cient counteraction—may be found in the increased

demand for constructional goods from those firms

which keep their capital intact, but “rationalise”

—

that is to say, invest their capital in more capitalistic

or roundabout forms in order to reduce costs by saving

labour. However, in so far as there is a falling-off in

the demand fox these goods, their makers find them-

selves in difficulties
;
they have to cut dividends, or eat

into their capital, and it is probable that in many cases

even those firms which survive will choose the latter

alternative. And this reduces the funds which will

be available for capital purposes in the further stages

of the adjustment, and consequently makes it neces-

sary for the contraction to proceed further.’-

^ We now reach a point where the theory of Wages abuts so closely on

matters which properly belong to the theory of Capital, that it becomes

difficult to describe accurately the processes under consideration without
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Secondly, it is improbable that any community

could get into the position just described unless it

possessed an extensive system of unemployment

relief, since otherwise the high wages could not be

maintained in the face of mounting unemployment.

And unemployment relief is itself a factor making for

the wastage of capital; since, when once the total

amount of benefit paid out passes a certain figure, it

becomes hardly possible for it to be met solely by a

contraction of the expenditure on consumption of

wage-earners or capitalists—the only innocuous source

from which it can be paid. If it is met from the taxa-

tion of industry, it raises the costs of industry; if it

is met by loans, it diminishes the supply of capital

available for industry; if it is met tom personal taxa-

tion, it is likely to diminish saving. Since the burden

of unemployment relief, and consequently the rate

of destruction of capital from this cause, is likely

to increase with every increase in unemployment, the

seriousness of this factor can hardly be exaggerated.

If a high level of unemployment benefit is maintained,

the cessation of contraction becomes nearly impossible.

Thirdly, the process of decline is greatly aggravated

by the series of disappointed expectations which must

almost inevitably mark its course. If it were possible for

business men to foresee that at some given level of

a-ii meursion mto capital theory which would drive us very far afield. In

particular, it is difficult to be precise, when describing a process of change

winch involves, as one of its most important features, the accumulation or

decuraulation of capital, without making uso of the Bohm-Baiverkian ter*

mmology, which introduces into these matters a precision similar to that

secured in other parts of economics by the use of mathematics* The full

aenousness of the considerations here adduced in the text only becomes

readily apparent when wo think in terms of the “time-structuro” of pro*

duction,

For a much more extensive elaboration of the argument in the text, see

Hayek, op. cii. Tho whole of this section is based on Dr. Hayok’s work.
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employment there would be no further incentive to

contraction, and if they could get some idea of the

structure of industry appropriate to that situation,

then they might be able to move to that situation

without more than the anticipated loss. But, in fact,

there can be little doubt that they would not be pessi-

mistic enough. In the first place they would nurse

stubborn hopes of a return by some magic means to

the earlier days of prosperity, and they would keep

their workmen employed, and their dividends intact

—

regardless of the fact that the reduction in the com-

munity’s supply of capital inevitably involved in this

robbing of reserves must cause an immediate decline

in employment elsewhere, and a much more serious

future decline in employment owing to the reduced

productivity of industry in general which must follow

when equipment wears out which has now become

irreplaceable. To some extent, employment may well

be maintained in the present at the expense of greater

unemployment in the future.

At a later stage in the process of contraction, the

same kind of faulty anticipation would lead to consider-

able quantities of capital being invested in only ap-

parently profitable enterprises—cinemas in shortly

to be derelict mining villages, for instance. In the

state of employment and consumers’ demand at the

time of their construction, these might pay hand-

somely
;
but a little later, when the disease had gone

further, they would prove to be worthless. Thus more

capital would be lost.

Another important aspect of the process, in which

faulty anticipation may very well aggravate the

wastage of capital, is the following. The constructional

trades will, at the beginning of the decline, possess
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large quantities of fixed plant. It soon becomes clear

that under the new conditions it will not pay to re-

place this plant; but it remains profitable to operate

it so long as it gives any net proceeds at all. Con-

sequently these trades will not contract production

in proportion to the fall in demand for their products

;

but will continue to produce at a level of prices which

is profitable in the short period, though it will not be

profitable in the long period. This temporary relative

cheapness of the products of the constructional trades

gives an incentive to the producers of other goods

to use more capitalistic methods, in apparently much
the same way as would have occurred if there had been

no loss of capital. At first, therefore, “rationalisation^’

proceeds apace; but as time goes on the fixed plant

in the constructional industries wears out, the supply

of equipment contracts, and the “rationalised” pro-

cesses become unprofitable. A great movement of

apparently fruitful activity has run to waste, and the

other industries have to adjust themselves as best they

can to less capitalistic, less productive, and probably

more primitive methods.

Ill

This last aspect of the process of decline has par-

ticular relevance when we are considering one of the

possible ways out—through improvements and inven-

tions. In normal circumstances, inventions are on the

whole much more likely to raise the marginal produc-

tivity of labour than to lower it
;
and even in the condi-

tions we have just been considering, there can be little

question that, apart from the transfer unemployment

which it inevitably causes, invention is on balance a
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force making for the reduction of unemployment. But
it must be observed that the temporary cheapness of

the products of constructional trades has a definite

tendency to encourage the making of “induced’'

labour-saving inventions, which are the kind least

likely to diminish unemployment.^ A. great deal of ac-

tivity is likely to go in this direction; and not only is

this a factor making only to a very limited degree for

a reduction of unemployment in the short run (such

effect as it has may easily be cancelled out by transfer

unemployment), but it is only too likely that these

inventions will prove unprofitable in the long run, when

the fixed plant of the constructional trades wears out,

so that this activity too largely runs to waste.

For this reason it seems that very little comfort

can be derived from that Deus ex macMna who some-

times appears to still the consciences of people who

perceive that high wages cause unemployment, and

yet cannot abandon their hankering after a forward

wage-policy : the stimulus given by high wages to the

efficiency of entrepreneurs. Certainly Trade Union

pressure will force entrepreneurs to look about them,

to reorganise and to introduce “up to-date” methods.

But at the best these activities can only slightly raise

the marginal productivity of labour, and so only

slightly weaken the effectiveness of the forces tending

to unemployment. For reorganisation is bound to

have a bias in favour of labour-saving changes; its

cflect on the marginal productivity of capital is bound

to be much more favourable than its effect on the

marginal productivity of labour.

In so far as the reorganisation is simply “rationali-

sation” of the kind we have discussed—the substitu-

^ Sco abovo, p. 123.
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tion of labour by machinery now only temporarily

cheap—then its long-period effects are still less favour-

able. It is almost certain to involve wastage of capital,

and so does nothing to impede the process of contrac-

tion, but rather the reverse.

Nevertheless, these considerations do not outweigh

the fundamental fact that increases in technical know-

ledge or in the activity of entrepreneurs do generally

have favourable effects on the real income of labour.

Even in the midst of a process of contraction, these

elements of economic progress can still exercise a

beneficial effect. Just as they will generally raise the

marginal productivity of labour (and consequently

real wages) in a period of normal employment, so, even

when employment is declining, they can do something

to arrest the decline. But they work under difficulties;

and their effect is less beneficent than it would be if

wages were lower.

IV

In this discussion of invention, we are already

moving away from the hypothesis with which we

began—that the initial rise in wages takes place in a

stationary economy. It is now time for us to examine

the effect of a similar rise in wages in a community

which is advancing in wealth by the accumulation of

capital—a rather more cheerful case, and one which is

more directly relevant to the recent history of England,

at least up to the beginning of the World Depression.

If, under such circumstances, the transformation

of production, which must still follow from the rise in

wages, can take place without loss of capital, then the

trouble is purely temporary. There will still be unem-
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ployment at first, but as accumulation proceeds, tbe

marginal product of labour will rise, and (provided

there is no further rise in real wages) abnormal unem-

ployment will gradually disappear.

But it is much more probable that there will be a

loss of capital in the transformation. Now if the rate

at which capital is thus dissipated is less than the rate

of saving, then there will simply be a reduction in net

accumulation, and therefore a slowing-up of the re-

cuperative process. It will take longer for unem-

ployment to disappear, but (again if wages are not

raised further) the abnormal unemployment will dis-

appear in the end, even if it is a distant end.

But if the rate of consumption of capital should

come to exceed the rate of saving, then the same

process of decline must set in which we have found to

occur if wages are raised in a stationary community.

And since capital is likely to be consumed more rapidly

the greater the initial rise in wages, it seems clear that

while a small raising of wages will only cause what is,

on a long view, temporary unemployment, there must

be some point beyond which the situation will be

irretrievable, except at the expense of a drastic cutting

of wages, dividends, unemployment benefits, or (most

probably) all three, which must be more drastic the

longer the process of decline is allowed to go on. Thus

in a progressive community there is some degree of

high-wage unemployment which is relatively innocu-

ous, considered as to its effects on the general econo-

mic system; but a rise in unemployment beyond a

certain critical point is infinitely more dangerous,

since it puts in peril the seeds of progress themselves,

and seriously diminishes the prospect of future auto-

matic diminution of unemployment, or, indeed, of
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avoiding an economic decline, which can only be

checked by heavy sacrifice.

This will be the situation if we start with a com-
munity where capital is increasing, but population is

stationary, or increasing less rapidly than capital. If

population is increasing more rapidly than capital,

then the elements of declining wealth are already

present, and what has been said hitherto applies with

increased force. If population is diminishing, that to

some extent eases the position, since declining popula-

tion is a factor making for a rise in the marginal pro-

ductivity of the available labour, and consequently

diminishing the amount of unemployment caused by

a given imposed level of wages.^

V

We pass on next to consider variations in the indi-

vidual supply of labour—a source from which salvation

has not infrequently been sought. The position here is

a little more complicated. If we assume the demand for

labour in general to be elastic,^ then it follows that an

increase in the supply of labour per head (the imposed

rates being time-rates) must diminish labour-costs and

then raise the demand for labour more than propor-

tionately, so that the number of men employed in-

creases. But if the imposed wages are piece-rates, this

is less certain. For although an increase in the supply

of labour per head will diminish costs somewhat (owing

^ It is probably true, however, that a diminishing population would be

accompanied by greater transfer unemployineiit, owing to the amailer

proportion of the population who would be entering industry (the moat

adaptable section) in any given period. See Robbina, “Note on the Advent

of a Stationary Population,” Economica, April, 1929, pp. 76*77.

^ See above, p 132, and below, p. 24{i,
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to tlie better utilisation of plant) it will not diminish

them in proportion to the increased supply of labour

per head. Consequently, unless the demand for labour

is very elastic indeed, it will not increase in proportion

to the increased supply. Employment will thus prob-

ably diminish.

In our discussion of Individual Supply of Labour

in Chapter V., we saw that a rise in wages might

generally be expected to have some favourable reaction

on ability to work, and although in some circumstances

this would be olTset by unfavourable reactions on

willingness to work, this is not necessarily the case.

We may now proceed to enquire how far these reactions

are likely to play a part in determining the net effects

of an artificial rise in wages. It has often been main-

tained that the raising of wages (by Trade Boards, for

example) has no deleterious effect on employment,

because the high wages are matched by a rise in

efficiency. How far is this possible?

First of all, there is the fact that although increased

efficiency reduces labour-costs, it simultaneously in-

creases the supply of labour per head. Thus a mere fall

in labour-costs in this way is unlikely to increase con-

siderably the number of men employed, unless the

demand for labour is very elastic, and unless the in-

crease in efficiency is large. Whatever is the elasticity

of demand, an increase in efficiency in the same pro-

portion as the initial rise in wages does no more than

prevent labour-costs from rising as a result of the rise

in wages^; so that, other things being equal, only the

same quantity of labour would be demanded, and

since this is being provided by fewer men, there must

be a considerable amount of unemployment. If un-

^ Assuming time-rates; on piece-rates it would not even do tliis.
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employment is to be prevented altogether by a rise in

efficiency, then efficiency must rise more than pro-

portionately to the rise in wages
;
though the necessary

increase in efficiency is less, the more elastic is the de-

mand for labour/

Now there are several reasons why so great an in-

crease as this in the individual supply of labour seems

highly improbable save in exceptional eases. Tt is only

among the worst-paid classes of labourers that we shall

expect the higher wages to result in a marked increase

in ability to work, while among them it is perhaps most
likely to be counteracted by a decrease in willingness,

due to the diminished pressure of poverty.^ With
other grades there are also tendencies working in both

directions. To some extent, the appearance of un-

employment might be expected to make people work
harder, since, from their own private point of view,

the harder they work, the less likely they are them-

selves to lose their jobs. But this is just the kind of in-

centive which is moat likely to be countered by social

pressure working the other way.

It is also important to observe that the favourable

effects on efficiency must show themselves fairly

rapidly if they are to come to anything. As we have

seen, there is nearly always likely to be an initial

^ If time-wages are raised by a fraction a of their original level, and the

individual supply of labour consequently increases by a fraction 6; then if

the increased efficiency is to prevent unemployment, ^ muhfc be not less

JL 7
}

than (1 -f ;
that is, approximately, (’I* elasticity of

demand, is assumed greater than 1.) If demand is inelastic, then of course

increased output will diminish employment.
® We are told, on the one hand, that the artificial raising of wages stimu-

lates the efficiency of labourj and, on the other hand, that the low wages

m unregulated trades lead people to “spoil the market” by working exces-

sively hard. I see no reason why both should not be true—in different

circumstances; but it should be observed that each argument weakens the

force, or at least the generality, of the other.
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phase in which the effect ot the high wages on employ-

ment will not be considerable. If, during this phase,

the iirdividual supply of labour expands, well and good.

The unemployment will be diminished. But once un-

employment has appeared to any appreciable degree,

it is itself a factor dimini.shmg efficiency. In the case of

relatively casual trades, where the unemployment is

shared out among the main body of workmen, un-

employment will diminish efFicioncy all round. In

relatively regular trades, it will diminish the efficiency

only of those men who suffer from it directly. But this

means that the cost of employing these men at the

imposed level of wages is raised
;
and so the increased

' demand for labour, which may proceed from the in-

creased efficiency of the men who stay in employment,

is largely offset by the decline in the qiuflity of the

labour available for satisfying the increase in demand.

Although there can be little question that the de-

mand for labour in general is elastic—when time is

allowed for re-organisation—there is equally little

doubt that we must allow for the possibility of inelastic

demand in particular trades. In a trade where the

demand for labour is inelastic, increased individual

supply of labour as the re.sult of higher wages would

only increase unemployment. Eestriction of output

would have a more favourable effect; and its occur-

rence is not altogether improbable. But although re-

striction of output would diminish unemployment in

that trade, it would increase unemployment or lower

wages outside. For the high wages must be passed on

in the end, either in higher prices to the consumer, or

in lower prices for the producers of raw materials or

capital equipment, or in both. The second alternative

will lead to a pressure on wages in the trades immedi-
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afcely affected; the first must force the consumers
(since by hypothesis they are not economising on the

products of the trades where wages have risen) to

economise on something else. This must lead to a
decline in demand there, and a consequent tendency to

falling wages or unemployment.

Looking at the community as a whole, it is only

from increased efficiency that we can look for a moder-
ating effect on unemployment. But although it is

evident that there may be some tendency in that

direction, it seems unlikely that it will very consider-

ably modify our previous conclusions.^

VI

The wages which throughout this discussion have
been supposed fixed are real wages—that is to say,

money wages corrected for movements in the price-

level of consumption goods. Thus if wages were uni-

versally fixed in terms of cost-of-living scales, the pre-

ceding analysis could be applied with only minor adap-

tations, due to the imperfections which any actual

^ To wliafc extent the analysis of this section is really applicable to tli<>

case with reference to which arguments of the sort under consideration have
most frequently been brought forward—‘‘Sweating” and the Early Trade
Boards—it is impossible to say. Probably not very much. Most of the
recorded facta about that episode can be explained in much simpler terms,
without reactions through the individual supply of labour having much to do
with it, After a survey of some of the more readily accessible literature on
the subject, I see little in the facts adduced which can possibly be regarded
aa inconsistent with the general analysis put forward here—though of course
muchm the interpretation which is generally given of them (see, for example,
Sells, TAe Brihsh Trade Board BysUait passim). The pools of sweated labour
which disfigured England at the beginning of the century have now been
succeeded by pools of unemployed} the fact tliat the latter are not m tlio

same places as the former willsiirprise no one who lias understood the analysis

of Chapter IX,
But it la much to be desired that some critically minded person would

examine this .Sweating episode properly.
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cost-of-living scale must almost inevitably possess.

But if it is money wages which are fixed—and this is

practically the most important case—then evidently

monetary disturbances may affect the situation. If

the price-level rises from monetary causes, and money
wages do not rise too, then the seriousness of the situ-

ation is considerably lessened, and the prospect of re-

ducing unemployment, or at the worst retarding its

increase, is considerably improved. The reverse holds

if the price-level falls.

These conclusions are simple enough; but it is im-

probable that they exhaust the complications intro-

duced by the monetary factor. In nearly every think-

able monetary system, the kind of process we have

been examining would itself have reactions on the

monetary machine; and these would have further

repercussions on the “real” process. But perhaps the

writer will be excused if he decides that, for the present,

these repercussions lie outside the Theory of Wages.

If economic science was fortunate enough to possess

generally accepted principles on the broad subject

which underlies this problem—the effect of monetary

policy on the structure of production—then we could

apply these principles to our particular problem, and

round off our discussion more completely than it is now

possible to do. However, the relation of Prices and

Production is to-day perhaps the most hotly con-

tested issue in all economic theory. There is thus no

via media; either we must avoid the subject or plunge

into it at considerable length. And here it is obviously

necessary to take the first alternative.
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VII

A little more may be said about the relation of the

foregoing discussion to another branch of economic

enquiry—the theory of International Trade. So far

we have assumed the fixing of wages to take place

within a closed community; and to that extent our

discussion has been seriously removed from reality.

For the only closed community which possesses any

economic importance nowadays is the world; while

wage-fixing has nearly always been limited by national

boundaries. The prospects of international wage-

fixing through international Trade Unionism (or

through the International Labour Office) are dim; but

it is to them that our previous analysis applies most

exactly.

Nevertheless, the case we have examined is a case

of very great general importance, since it is the case

where the consequences of wage-fixing throughout a

community are likely to be least serious. The prospects

of wage-fixing within national boundaries are decidedly

worse. For the situation which then arises is closely

parallel to that which would emerge in the case where

wages were fixed at a high level, not throughout an

industry, but in some particular firms only. Clearly

these firms would suffer much more seriously than they

would suffer if the same wage-level was imposed

throughout the industry. Their contraction would be

much more severe.

If a high level of wages is imposed in one country

only, the burden of these high wages falls first, and

most catastrophically, upon the export industries, and

upon those industries which compete with imports.
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Both of these suiter extremely from foreign competi-

tion and are forced to a violent contraction. This

leads to an unfavourable movement of tire balance of

trade. A smaller portion of the country’s production

goes abroad, owing to the difficulty of competing with

"low-paid foreign labour". A larger portion of expendi-

ture goes on imports, since foreign firms can charge

prices in the home market with which domestic pro-

ducers cannot compete. The balance of imports and

exports must therefore move in an adverse direc-

tion.

Nor can anything be hoped from the non-merchan-

dise items to correct this. If we begin with our first

case of Chapter IX., in which there is no wastage of

capital, then it is clear that the rate of profit on in-

vestment within the high wage country must be re-

duced, and this must affect the international flow of

capital. If the country has been an international

borrower, it will be able to borrow less; if it has been

an exporter of capital, capital will flow abroad in in-

creasing quantities. The balance of payments will thus

be in even worse plight than the balance of trade.

The second case, where there is wastage of capital,

is once again a little more complicated. Capital con-

sumption is itself a factor tending to raise the marginal

productivity of capital and therefore the rate of inter-

est. To some extent wastage of capital is thus likely to

counteract the previous tendency. More capital will

be invested within the country, not of course in the de-

pressed constructional trades, but in the trades making

consumption goods.

However, such investment must necessarily be ab-

normally risky, since a further continuation of the

same process which rendered it profitable may easily



X CONSEQUENOEH OF WAGE-REGULATION 215

make it unprofitable Tims although increased

investment of this kind may very well oiler temporary

assistance in the task of maintaining international

equilibrium, a time will jirobably come when there is a

run of losses, and it will hardly be surprising if invest-

ors then begin to fight shy.^

This is one way in which wastage of capital is likely

to lead in the end to a serious worsening of a country’s

exchange position; but there are other ways as well,

It may reasonably be .supposed that, during the period

under consideration, foreign countries are inve,sting

capital productively, and this normal economic pro-

gress will steadily lower their relative costs of produc-

tion. But although inve.stment is taking place at home,

that investment does no more than ofiset capital

losses; the increase in the productivity of home iu-

dmstry, with a few probably temporary exceptions,

is negligible. Thus while costs are falling abroad,

domestic costs arc not generally falling. Consequently

the pressure of foreign competition continually

grows.

Taking all these things together, we can hardly

doubt that, at any rate at some stage of the process of

contraction, a very serious pressure on the exchanges

must arise. The banks can only resist this pressure by

a ri,se in interest rates and con,sequent deflation. This,

indeed, only adds to the difficulties of industry; but it

is precisely the way in which the sheltered industries

are forced to take their full share of the medicine. In

an open economy, the effect of artificially high wages

^ See above, p. 202.

- It H impos'siblo not to Ruspect that in the recent history of Germany

ve have a oa‘?e closely corresponding to this. C’/. Bro'jCiam-Tarrom, Xe

FiccJide del marco tcdesco, pp, 507 ff.
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is inevitably more drastic than in a closed economy;

and this is the way it takes placed

This analysis has of course assumed an international

currency standard—whether gold or another. And

we should like to go on to enquire how far these diffi-

culties would be removed if national currencies were

independent. But this question—of obviously im-

mense practical importance—cannot be considered

here. Bor it involves once again those difficulties which,

a few pages back, we decided to avoid. If it is real

wages that are fixed, then clearly no managed currency

will save the situation. It can only be a solution if we

are supposing fixity of money wages
;
and it can only

then be a complete solution if we believe in the

sovereign virtues of credit expansion.

‘ Of course, there is tho other altornativc—thc one which has uaualljf

resulted in practice—tho collapse of the intornatioiial standard. But oven

this lb nut necessarily the end of tho story.



CHAPTER XI

HOURS ANB CONDITIONS

The only subject which now remains for us to discuss

is one that need give us very little trouble. All the

principles, on which an examination of the effects of

regulation in the field of hours and conditions must be

based, have already been investigated in other con-

nections. There is no need for us to go over yet again

ground which is by now sufficiently well trodden. We
may confine ourselves to making directly the necessary

deductions, without discussing them in detail.^

I

The initial situation which is created by Trade

Union demands for reduced hours does not generally

differ in any material respect from that which arises

from a demand for increased wages. It is true that if

the working day has previously been fixed at a length

which is greater than the “output optimum”,^ the

Union will not usually need to exert any considerable

pressiu’e in order to bring about a reduction. Eor the

main reason why it has not paid the employer to reduce

hours on his own initiative, is his unwillingness to bear

the temporary costs of the period which must elapse

while efficiency is being worked up; the threat of a

^ For a general study of the economics of hours-regulafcion, see Robbins,

“Hours of Labour” [Jflcon, Jout,, March, 1929).

2 yeo above, p. 105.
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strike will consequently be very effective. For he can

now no longer avoid immediate costs if he refuses the

reduction of hours
;
the strike costs will probably last

a much shorter time than the costs of working up

efficiency, but per unit of time they will be proportion-

ately much heavier; so that he has little advantage in

the short run to gain from resistance. On the other

hand, in the more distant future, a reduction of hours

will improve efficiency
;
and there is now nothing con-

siderable to set against this. A very moderate degree

of rationality on the part of employers will thus lead

them to reduce hours to the output optimum as soon

as Trade Unionism has to be reckoned with at all

seriously.

II

But once the output optimum is passed (and it is

this situation with which we shall concern ourselves

in the remainder of this discussion), reductions in the

working day, with unchanged weekly wages, involve

permanent increases in costs; and they will thus be

resisted by employers in much the same way, and to

much the same extent, as demands for advances in

wages. The whole situation becomes closely parallel

with that we have examined previously when dealing

with wages. As we shall see, reductions in hours in a

single firm, or throughout a closed community, stand

on exactly the same footing as wage-advances; it is

only in the intermediate cases of single industries, or

(less probably) single nations, that there may be some

difference.

Take first the single firm. A reduction of hours

below the output optimum, while weekly wages are

unchanged, leaves the firm in a position where its
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total labour cost remains the same, but its total out-

put is diminished. So long as the firm is no monopolist,

the reduction in output can have no considerable effect

on selling prices, and gross receipts consequently fall.

Since labour costs are unchanged, and gross receipts

reduced, profits must be diminished. There will thus

set in the same process—withdrawal of capital, and

contraction of employment—which we have described

on earlier occasions.

If the reduction in hours is accompanied by a

reduction in weekly wages, then of course the tendency

to contraction is less serious. Bui even a reduction in

wages proportional to the reduction in output will not

necessarily remove all incentive to contraction. For

although the share of each unit of output going to

capital is no longer diminished, the total return to

capital is still reduced, more or less in proportion to

the reduction in output, and there is thus still an in-

centive for capital to be withdrawn.

Take next a whole industry, Here again there is a

contraction in output, but here we can no longer neg-

lect the effect of the reduced output on the price of the

product—and the similar effect of reduced demand for

raw materials on their prices. Of course, if by “in-

dustry” we mean simply those firms producing a

particular type of goods within a national frontier,

they may still be exposed to foreign competition in one

or other of these markets. But if they are not exposed

to competition in these markets, the effect of reduced

output on prices may he considerable. If the demand

for the product is inelastic, the reduced output may

actually increase the total gross receipts of the in-

dustry—measured in money, or in command over the

products of other industries—so that, even if weekly
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wages are unchanged, net profits will actually expand,

and there will be a tendency for employment in this

industry to increase, instead of diminishing. The same
thing may happen even if the elasticity of demand for

the product is slightly greater than unity, if the pro-

ducers of the raw materials are "squeezable”—that is to

say, if a falling off in demand leads to a considerable

fall in price, and consequently to a very considerable

fall in the total amount which has to be paid for the

raw materials. Nevertheless, this is only a special case;

if the demand for the product is elastic, and the supply

of the raw materials is elastic, then very much the

same kind of thing must happen with an industry as

with a single firm.

Further, we must remember that while it ia some-

times possible for a particular industry to reduce hours

without causing unemployment among those who are

“attached” to it, it only does so by shifting its burden

on to the backs of other people. Consumers are

directly damaged by the reduced supply of the product

;

the raw material producing industries find the demand
for their products contracted, so that capital in them

becomes less productive, and the wages of their

labourers have to be reduced, if the withdrawal of

capital is not to lead to unemployment. If consumers

have an inelastic demand for the product of the first

industry, so that they actually spend more money on

the smaller supply than they did on the larger (and

this is of course the case most favourable to the main-

tenance of employment in that industry), then these

consumers have less money to spend upon other

commodities, so that other industries are faced with a

reduced demand, which must finally lead to unemploy-

ment or reduced wages. A reduction in output must be
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at the expense of somebody, even in those cases where

the men working in the industry concerned are able

to avoid bearing the burden, they only do so by shift-

ing it on to other peopled

Obviously such shifting cannot come to the rescue

when we pass from the case of reduced hours in one

industry to the case of reduced hours throughout a

whole closed community, it is still possible that some
particular industries—those producing the most neces-

sary commodities—will be able to maintain employ-

ment, in spite of the reduction in hours; but even these

will generally be affected by reduced demand for their

products owing to unemployment elsewhere. Further,

it must be remembered that the contraction of pro-

duction will generally send up prices, so that constant

money wages will mean reduced real wages.

Thus in this connection the distinction between

real and money wages becomes once agai." of out-

standing importance. First of all, let us examine the

case of a general reduction of hours below the output

optimum, and unchanged real wages per week. Then

the gross production of the community will be di-

minished, while in the first place the absolute share of

labour remains unchanged. The share of capital is

therefore diminished, and the net product (per unit)

^ It is extremely unlikely that these people will only he the wealthy.

For this to be possible, it is necessary that the consumeis of the product

should all be wealthy; and it is also practically necessary that the elasticity

of their demand for the product should equal unity. For if the elasticity is

greater than unity, some people will be unemployed in the trade where

hours have been reduced (except in so far as the cost can he pushed off on

to raw material trades, diminishing the demand for labour there), if tho elas-

ticity is loss than unity, the consumers’ demand for other products will fall,

and this will lead to a fall in tho demand for labour in other trades producing

finished goods. Even if tho elasticity is unity, there is still a danger of unem-

ployment m the raw material trades, though this (the one conceivable case

in which popular superstition is justified) could be prevented if they also

reduced their hours
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of capital falls. ^ Capital is now cheap relatively to

labour, and the same process of “rationalisation”—the

same going over to more capitalistic and mechanical

methods—will set in as we have observed in the case

of artificially raised wages. The whole further process

will work exactly as in that case. Capital in its new

forms will need less labour, and unemployment will

ensile.^

The effect of reduced hours with constant money

wages depends on monetary policy. If the price-level

of consumption goods is kept constant, then real wages

are being kept constant, and the same results will

follow as in the former case. If, on the other hand,

we assume (as in Chapter VI.) a monetary policy which

preserves a constant money value of the social income

—and consequently raises the prices of consumption

goods—then real wages are being reduced, and the

effect on employment is less certain. The central

analysis of Chapter VI. becomes applicable. The

supply of labour is being reduced relatively to the

supply of capital,^ and the effect on the equilibrium

level of money wages depends on the elasticity of sub-

stitution. If the elasticity of substitution is greater

^ Apart from the possibility of capital consumption, as m the last two

chapters,

2 Any reduction m weekly wages will of course do something to offset

this tendency to unemployment. In a closed community^ a i eduction m
^\eekly wage'? proportional to the reduced hours is almost certain to offset

It altogether For this case can be looked at as a reduction of the supply of

labour units, with the wage per unit unchanged. Although m the resulting

transformation there may well be some loss of capital, yet so long as the

loss IS not groat we shall have a situation in which there is an increased supply

of capital per unit of labour, and therefore a tendency to a rise in the mar-

ginal product of a unit of laboui . The demand for labuui will therefore

moreaso.

But of course this only holds for a closed community, and it cannot be

predicted with any certainty for a fall m weekly wages less than proportional

to the reduction m hours,
^ Again apart from capital couBumption.
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than unity, equilibrium money wages will fall, and

therefore a fixed minimum level of money wages will

mean unemployment. In the reverse case, equilibrium

money wages will actually tend to rise, although of

course not to such a point as will prevent a fall in real

wages.

Naturally, this only holds for the general level, and

assumes mobility of labour between occupations. But

although it is not directly applicable to the case where

such mobility is absent, it gives us a clue to the situ-

ation which will then arise. Almost certainly there will

be unemployment in some occupations; though it is

very probable that in others there will be a rise in the

demand for labour. If this increased demand cannot be

satisfied by movement towards these occupations,

money wages in them will rise; in extreme cases they

may even rise to such an extent as to prevent a fall in

real wages in some industries. But this only happens

because these trades are shifting their burden off on to

others, in some of which there will be a rise in money

wages less than the rise in prices,while in the rest there

will be a definite fall in the demand for labourers, so

that, with constant money wages, there is unemploy-

ment. In different circumstances, the proportions of

the population falling into each of these three classes

will be different; but in no circumstances is the pro-

portion of those who get a rise in real wages likely to be

large. They only secure this rise in real wages by pre-

venting entry into their occupation
,
if the unemployed

and the men who have retained employment in less

fortunate trades were allowed to enter the high-wage

occupations, real wages there must fall to a level lower

than that which they would have reached if there had

been at the beginning no restriction of output. In so



224 THE THEORY OP WAGES cn.

far as higher real wages may be secured in certain

trades, it is only at the expense of lower real wages or

unemployment in other occupations.

Ill

A very similar analysis to that of the preceding

section is applicable to the proposal of which a good

deal has been heard in recent years—the International

Eegulation of Hours. But before passing on to the

problems raised by that proposal, it will be well to

examine a simpler case of hours-regulation, which has

international aspects ; the case of a general reduction

of hours in one country—a country engaged in inter-

national trade.

There is a good deal of similarity between the situa-

tion created by a reduction of hours in one country

only, and that created by a reduction of hours in one

industry only—as considered above. It is conceivable

that the world demand for one country's exports might

be inelastic
;
and in that case reduced output, leading

to reduced exports, would turn the terms of trade

violently in that country's favour. The reduced

exports would bring in a larger quantity of imports,

and the country's international trade position would

therefore be improved; but it would still be uncertain

whether the level of real wages within the country

would be raised by its restriction of production. For

hours in industries producing for home consumption

would be reduced simultaneously; these industries

would yield a smaller product, which might or might

not be balanced by the increase in imports.

In any case, inelastic demand for a country's

exports in general is very much less likely than inelas-
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tic demand for the product of a particular industry.

Nearly all countries have a number of different exports,

most of which compete to some extent with the pro-

ducts of other countries. If its competitors do not

restrict production simultaneously, restriction on the

part of one country can hardly be expected to raise

prices sufficiently for it to be a very paying policy. It

is just conceivable that the loss imposed by a general

restriction of production in one country could be

shifted entirely on to the shoulders of the foreigner;

but if there actually are any countries which could

do this, it is not easy to find them.

If the reduction in hours takes place in all countries

simultaneously, then the prospect of some particular

countries gaining from it is rather improved. For if its

competitors reduce output simultaneously with itself,

the prices of its exports are much more likely to rise

considerably. It is true that its imports will simul-

taneously rise in price, but they need not necessarily

rise to the same extent. For if its exports are largely

necessities, the demand for which is not greatly reduced

under the new circumstances
;
and its imports are less

urgently wanted goods, for which other people's

demand falls off very rapidly with the reduction in

supply; then the wealth of this particular country

may be quite definitely increased, since the reduced

home production is made up by a large movement of

the terms of trade in its favour. But this means simply

that the sacrifice which must be laid upon someone by

the reduction of output has been wholly borne by other

countries.

Although this possibility is not without significance

in a general view of the prospects of International

Regulation of Hours, it is not suggested here that it
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has liiuch to do with the actual proposals which have

been! under discussion at Geneva in recent years.

For one thing, the most obvious cases of "necessary”

exports, where a reduction of output might increase

the wealth of the exporting country, are to be found

in staple agricultural products
;
and an effective regula-

tion of hours in agriculture has never been seriously

regarded as feasible. But for another thing (and this is

more important) the concrete proposals were chiefly

for a reduction of industrial working hours in all

countries to a level which had already been attained

—

or practically attained—in some of the most advanced

industrial nations. The restriction of output in these

advanced countries would therefore have been re-

latively small
;
and they might have expected a con-

siderable advantage from the much larger reduction of

output in other countries competing with them. The

prices of their exports would rise, without (in all

probability) a serious contraction in volume; in so

far as their imports were derived from agricultural

countries where the regulation of hours was imprac-

ticable, there would be no tendency to a rise in the price

of their imports
;
and this situation could hardly have

failed to be decidedly to their advantage. In the

relatively backward countries, however, the restriction

of hours must have led to a serious fall in real wages.

Since wages there were already relatively low, it is

most improbable that the fall in wages would be con-

sidered to be compensated by increased leisure. Thus

it is hardly surprising that the proposal for Inter-

national Eegulation of Hours has not met with better

success.^

^ It is Rssunied m the above argument that all countDcs enforce the con-

vention equally. If the richer countries enforce it, and the poorer countries

do not, then it may conceivably be lo the advantage ot the poorer countries*
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IV

In addition to the direct fixation of minimum wages

and maximum hours of labour, collective agreements

between employers and Trade Unions usually contain

some provisions which are best classified as being

concerned with “other conditions of labour These

provisions are extremely various, but they are capable

of a rough economic classification, First, there are

those which guarantee privileges of various kinds to the

workmen: privileges which make work more pleasant,

but which must as a general rule raise the costs of the

employer— in the most general sense of diminishing

the net advantage which he draws from his occupation

or investment of capital. For, in general, if these

privileges did not raise costs in this sense, it would not

be necessary to bring pressure on the employer in order

to induce him to grant them. The economic effect of

the introduction of such privileges is essentially

similar to the economic effect of a rise in wages—un-

less wages are reduced to compensate, But their

quantitative importance is probably small.

Another class of provisions is designed to prevent

the employment of men on particular kinds of work

which may be specially disagreeable to them. Thi.s

may be done by actual prohibition, or, more probably,

by specially high piece-rates for such work. Economic

efiects here are a little more complicated. In so far as

these provisions actually prevent the performance of

the kind of work in question, they act as a reduction in

the individual supply of labour, and consequently have

similar effects to a reduction in hours. If, as is more

probable, some of the work is still performed at higher
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costs, then tlieir effect is intermediate between the

effect of reduced hours and the effect of higher wages.

They reduce the individual supply of labour to some

extent, and, at the same time, they raise wages per

head to some extent. But the importance of such cases

is not very great, and the reader may be left to deduce

their working from what has gone before.

A much more important class of provisions is not

directly concerned with improving the terms upon

which the employed man performs his labour. Their

aim is rather to safeguard his job. Apprenticeship

regulations limit entry to the trade
;
demarcation rules

prevent particular kinds of work being transferred

from one class of workman to another class whose

wages are lower; rules about “the manning of ma-

chines” discourage the introduction of mechanical

methods. In a community where wages are relatively

plastic, the principal effect of such rules is to safe-

guard the privileged position of the better paid trades;

they impede the movement of labour which would

otherwise be continually at work to undermine these

privileges, and at the same time, by preventing the

employment of labour in the places where its produc-

tivity is highest, they lower the average level of real

wages. In a community where wages in general are held

rigid above the competitive level, demarcation rules

must, on balance, increase unemployment; for a given

quantity of capital will employ more men of the lower-

wage class than of the higher-wage class. The dis-

couragement of mechanical methods, on the other

hand, may do something to prevent the substitution

of capital for labour, and so far assist to maintain em-

ployment. But it is hard to believe that much can be

expected from this. The ways of substitution are often
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obscure; it car hardly be prevented altogether without

bringing the effective management of industry to a

standstill. And even if it could be prevented, un-

employment would still be created by the movement
of capital between industries, and (m an open com-

munity) by the export of capital. The less the pos-

sibility of substitution, the greater the possibility of

evading high wages in other ways.

V

In the last analysis, it is by this difficulty—the

final impossibility of preventing evasion—that Trade

Unions and Wage Boards, like almost all systems of

economic regulation since the dawn of history, are de-

feated. Capitalist enterprise is the child of evasion;

and on the long road from ancient smuggler to modern

industrialist, the entrepreneur has learned more tricks

than are easily reckoned with. In this field as in others,

regulation is not possible at all until the more obvious

and speedy methods of evasion have been stopped:

Trade Unions must be able to prevent blacklegging,

Wage Boards must be able to see that their decisions

are not evaded by connivance between employers and

employed. But although the stoppage of these most

direct means of escape secures to the regulating

authority a temporary success, so that it enjoys a short

and happy period of self-gratulation, it appears later

that the task is not finished. The entrepreneur falls

back on his second line of defence: the changing of

’methods to the advantage of capital and the dis-

I
advantage of labour. On this line it is still possible for

Trade Unions to make some impression, for they can

oppose, more or less effectively, the ifitroduction of
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automatic niaclunes. (It is nmcli more difiicult for

public authorities, such as Wage Boards, to take

effective action hero; for they can hardly oppose

changes which seem obviously directed to increasing

productivity—even if it is only productivity per head

of the men still employed. And Trade Union action

against this line of evasion is much more liable to public

disapproval than are its earlier efforts at regulation.)

Even if this Ime of defence can be blocked—and

this is a very large assumption indeed—the defences

of the entrepreneur are not yet at an end. He can

withdraw his capital from the industry—and how is a

Trade Union to prevent that? Or he can consume his

capital in maintaining his own consumption—and how

is that to be prevented?

When the fundamental problem of regulation is

stated in this way, we seem almost driven to the con-

clusion that the only way out is a supersession of the

entrepreneur by some kind of Socialism. But—to pre-

vent misunderstanding—the writer must be allowed to

express his personal belief that this, too, is a delusion.

For, excepting in a completely static community,

where the fundamental determinants of economic

activity are always fixed and constant—and such a

community is a pure theoretical figment—adjust-

ments of economic life to changes in natural environ-

ment and human ability must continuously be made.

And for these adjustments some institution with the

same function as the entrepreneur must always be

necessary. It is certainly conceivable that this func-

tion might be carried out by some authority which paid

more attention to justice and less to efficiency than the

entrepreneur does; but this must involve a sacrifice

in efficiency, and consequently a sacrifice—probably a
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hirge fniici’ific'c— o{ fsocial wealth. The ailjustnienii)

made by the oiitrepreneuT in his escape from labour
regulation are precisely the same kind of adjustments
as he_makes in order to minimise the effects of natural

scarcity bad harvests or the working out of mines.

In his actions the two are inextricably bound up to-

gether; and a system in which the first adjustment was
prevented would be seriously handicapped in its

endeavours to make the other, ‘

Our study of the working of the labour market
under industrial capitalism results in making clear a

dilemma, Free competition is liable to prove intoler-

able, not because it fails to raise the real income of

labour—decidedly it does not so fail—-but because it

raises expectations of security which it cannot fulfil.

It must be remembered, however, that it is not the

insecurity which is the product of industrialism; it is

the expectation of security. In more primitive socie-

ties changes in natural environment and in his own
human equipment react directly upon the economic

well-being of the individual. He experiences changes

from prosperity to misery far more violent than those

to which nearly all members of a capitalist community

are subject, but their origin is obvious, and he is under

no temptation to blame them upon any other origin

than that from which they actually come. With the

division of labour there proceeds a concentration of

risk-bearing on to a small class
;
by receiving a fixed

contractual payment for their services other people

acquire a degree of security which would have been

impossible at an earlier stage of development. But the

^ Foi an examination of the working of a &ociaIist economy, which ia

highly roievaut to this matter, &,eo Die Gemeinwlrlschafif esp.

pp.201//s
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capacity of any man to bear risks is limited, and there-

fore the insulation of the wage-earner can never be

complete. Yet he easily comes to think it complete,

and then, when realities jar against him, he feels him-

self to have been abused.^

So he endeavours to protect himself, through Trade

Unionism and the democratic State. But our examina-

tion of the effects of regulation lias shown that this pro-

tection can rarely be adequate. Carried through to the

end, it can only result in a great destruction of economic

wealth. But of course in fact it is not carried through

to the end. Sooner or later, in one form or another, a

crack comes; if it comes soon, there is not much

damage done; but if it comes late, the illusion is

shattered most disastrously.

The Theory of Wages, as elaborated in this book,

has not proved a cheerful subject; but perhaps that

may be accounted to it for realism. If there had been

a panacea for labour troubles, men might have been

expected to show more signs of discovering it. Just

as the problem of individual economy arises from the

limitation of resources, so do the economic problems of

society arise from the hard necessity of cutting a coat

according to the cloth.

^ Cf. Clay, “Irresponsibility in Economic Life,’’ Political Quarterly,

January, 1931.
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The principal object of this appendix is the construction of

a mathematical proof of the conclusions about absolute and

relative shares in the Social Dividend put forward in

Chapter VI
;
but since the chief value of such a mathematical

proof must lie m the disclosure of the exact assumptions and

the precise limitations under which the propositions are true,

it is convenient to begin with a consideration of certain problems

whose connection with these propositions may appear at first

sight a little remote.

(i.) The Co-ordination ‘OP Tip Laws of Distributi'oi^

Ever since the early days of the marginalproductivity theory

in the eighteen-nineties, the inathemat^ical application^ of the

theory has been greatly hanipered by the difficiAty which was

raised by P. H, Wicksteed, in his es]sa;y, /'The Co-ordination

of the Laws of Distribution” (1894). J|. eaclf jactor fs paid

according to its marginal produefc, total Deduct ex-

haiisted, or is there a Orpins or deficit? Clearly it is most

consonant with the conditions of equilibrium that each factor

should be remunerated according to its marginal product,

including the factor which "employs” the others, and takes

the surplus for its share. But will there be enough residue

to pay the employing factor its marginal product?

The solution which Wicksteed himself offered to his^ own

problem is unsatisfactory, as, indeed, he admitted en subse-

quent occasions.^ But it is not true, as most Engfish .and

American economists seem still to imagine, that the problem

remained unsolved. Within a few months of the puhlicatioh of

i Common Sense of PolUical Economy, p. 373. Tli(=' argument in the text

of the Common Sense, while prfeotly valid, docs not meet the madiomatical

difficulty, See also Robbins, “The Economic Works of Philip Wicksteed"

{Economica, November, 1930K
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Wicksteod’8 llssay, Ldon Walras put forward a solutioa which

is alfcOfTcther free from the objections to which Wickstced^a own
solution is liabled But, unfortunately, Walras expressed him-

self in so crabbed and obscure a manner that it is doubtful if

he conveyed his point to anyone who did not possess some

further assistance. Anyone who knows the answer can see that

Walras has got it
;
but anyone who does not must find it almost

impossible to get it from Walras.

A perfectly intelligible solution did, however, appear a few

years later in the of Knut WickselL^ With Wick-

sclPs aid it is not difficult to clear up this matter; after which

we shall be in a position to proceed with our principal enquiry.

The first thing on which we have to be clear, if we want to

see our way towards a solution of this question, is that we are

concerned solely with the internal coherence of the conditions

of economic equilibrium. Our problem is purely one of the

conditions of equilibrium, and therefore it is extremely unwise

to complicate our discussions with the consideration of pheno-

mena which only arise in the real world because the economic

system is not in equilibrium; and among these fall the greater

part of the activities of enterprise and management. If we

persist ill thinking of the factor which receives the residue as

the “entrepreneur*^ we shall get into endless difficulties; but

fortunately, without any serious departure from reality, we can

think of our typical firm as a Joint Stock Company, and

suppose the residue to fall to the capitalist as capitalist,

management (so far as management is required) being hired

like labour of other grades. Or, alternatively, we can follow

WickselFs example, and suppose the landlord or the labourer

to take the residue, hiring other factors.

Once we adopt this assumption, the most ordinary non-

mathematical analysis shows that every factor must got its

marginal product, Bor every hind factor must get its marginal

* “Note 8ur la refutation do la Th6orie anglaise du ferinago do M. Wick-

fitecd.” This was republished as an appendix to tlio third edition of Walras’

KUnmils (1890). It is omitted in subsequent editions.

^ VoLi., pp. 186-lOi.
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product, since otherwise the demand for it would expand or

contract; and every unkired factor (which is “acting as entre-

preneur’’) must get its marginal product, since if it got less, its

owners would prefer to hire it out; and if it got mote, some

would be transferred from the hired to the unhired class.

This is a perfectly satisfactory line of argument, and it is

evidently reasoning of this kind which has generally persuaded

non-mathematical economists (for example, J. B. Clark and

his followers) that the “adding-up” difficulty is a delusion. And

we shall see that they are right.

The trouble is that the alternative mathematical line of

ajDproaoh did not appear to lead to the same conclusion.

Let the amount of product, and a, 6
,
c, . . . the quanti-

ties of factors required to make that product x. In order that

the marginal productivity laV should bo fulfilled, the share of

the product which goes to the factor a must be a —
,
and simi-

laxly for the other factors. If the product is to be exactly

divided among the factors, leaving no residue, positive or

negative, then

ox
^ ,

X= (X — -T" 6 ~f “f“
oa 00

Wicksteed’s explanation was based upon the well-known

mathematical proposition, due to Euler, that if cc is a homo-

geneous function of the first degree in a, 6
,

c ... so that it

can be written

this relation

ox
, ,

x==a—b 6 “Y +
oa 00

will always be satisfied.

It was this that drew the scathing remark of Edgeworth:

“There is a magnificence in this generalisation which recalls the

youth of philosophy. Justice is a perfect cube, said the ancient

sage; and rational conduct is a homogeneous function, adds

the modern savant.”^

1 » Theory of Di^bution/’ m Papers, vol. i., p. 31.
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But when it is expressed in economic language, the Wick-

steed-Euler proposition appears much less ridiculous than it

seems to have appeared to Edgeworth. It means simply that

' there will be no residue, positive or negative, if the commodity

in question is produced under conditions of ‘‘constant returns’’

—using that ill-treated expression in yet another unfamiliar,

but nevertheless highly convenient, sense. The production

function will have the requisite form if a proportional increase

in all the quantities of factors emplo
3
’'ed will increase the

quantity of product in the same proportion in which the

factors were increased
;
that is to say, if the amounts of factors

required per unit of product (the “coefficients of production”)

are independent of the amount of product.

Put in this way, the condition appears much less startling;

yet it is doubtful if it can be considered to be generally satis-

fied. So long as all the factors axe increased in the same pxo-

portion, the general condition of diminishing returns—the dis-

proportionate increase of some factors—is absent. But the

condition of increasing returns—economies of specialisation

and co-operation due to size—may be present. It does seem

possible that “increasing returns” (used here in a special sense,

but one that has many of the implications of the ordinary

meaning) may come in to upset the marginal productivity

theory, as they are inclined to upset, unless we are very careful,

so many economic generalisations.

We may now turn to the solution of Walras and Wicksell

We are concerned here solely with one part of the general

equilibrium system, the conditions that a particular firm should

be in equilibrium. We assume perfect competition, both in the

market where the firm sells its products, and in the market

where it buys its factors. Thus, so far as the action of this par-

ticular firm is concerned, we can assume all the prices with

which it deals to be given; for the influence of its individual

action on prices, whether of product or^pf factors, will be negli-

gible. In order that the firm should be in equilibrium, two con-

ditions have to be satisfied: (1) the mat cost of nroduction of
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its product must be a minimum; (2) that unit cost must equal

the selling price of the product. The first condition must be

fulfilled, since otherwise the owners of that factor which is

“acting as entrepreneur^’^ could increase their profits by a

change in methods. The second condition must be fulfilled,

since otherwise the owners of that factor would be receiving

a return cither higher or lower than was being earned by

similar services elsewhere in the market, and someone would

therefore have an incentive to act differently. In order to

minimise its costs of production, the firm can vary indefinitely

the quantities of factors which it uses, and therefore, of course,

the quantity of product it turns out. The production function

(the relation between the quantities of factors and the quantity

of product) is naturally given by technical considerations/

The coefficients of production do not only have to be chosen so

that the unit cost of production for a given output is a mini-

mum; the output has also to be chosen so that the unit cost of

production is a minimum.

We have then

x—f (a, h, c, . . ,) (production function).

Total cost of production = + , . . .

where are the prices of the factors.

Cost of production per umt=7Cj.=- • •
0 (D

X

productiQn=selling price.

In order that should be a minimum

—
,

.... must all=0.
m’ <30 ’

‘ Once we grant the uni^voraality of auldstiiution, as wo have seen cause

to do, as a result of the discussions of Chapter I,* the existence of a produc-

tion function follows necesaarUy.
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1 dX

X M
iX

Then, since 0, and similarly for

the other factors.

This ia the marginal productivity law, and by substituting

in (1) we have

ox ox
,

fT = — -j- 6 —b . . . .

oa 00

proved indcpencTcntly of any assumption about ^‘constant

returns ’h

The explanation which lies behind this proof lies in the

essential hypothesis that each firm is producing at that scale

of output which makes its unit cost a minimum. If, as before,

we assume that the prices of the factors are constantj and if we

assume further that the proportions in which the factors are

employed remain unchanged as output varies, we can con-

struct a (very specialised) cost curve for the firm, giving the

cost per unit of producing various outputs. Wicksteed thought

he had proved that it was a necessary condition for the truth

of the marginal productivity theory that this curve should be

lyk horizontal straight line. Walras and Wicksell showed that it

was only necessary that the curve should have a minimum
‘ :;^nt, and that in equilibiium output must be at that point.

Now it is clear that in the neighbourhood of the minimum

point,, where the tangent to the curve must be horizontal, the

curve will approximate very closely to the straight line. It

is not surprising that, at this point, Wicksteed^s condition

should be satisfied. Where Wicksteed went wrong was in his

assumption that he could argue from the shape of the curve

at one particular point to the general shape of the curve.

Wickateed’s difficulty can therefore be overcome by sub-

stituting for his untenable condition of ^'constant returns’^ the

condition of ‘‘minimum cost” which appears, on the surface
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at least, more in keeping with the fundamental assumptions on

which it is reasonable to base an equilibrium theory. But, as

Mr. Srafia has pointed out, ^ the condition of minimum cost is

not without its difficulties. We are excluded from the assump-

tion of diminishing returns m the usual sense; but if we assume

no tendency to diminishing returns—that a simultaneous in-

crease in all the factors m the same proportion will never

increase the product less than proportionately—then either

competitive equilibrium is impossible (which will be the case if

increasing returns go on indefinitely) or alternatively the dis-

tribution output among the different firms in an industry will

be altogether indeterminate (if increasing returns give way to

constant returns). Neither of these conclusions is welcome
;
but

if we are to avoid them, we arc driven to assume that “tech-

nical diseconomies'^ will, after a certain point, induce diminish-

ing return^. There can be little question that in fact there is

generally a limit to the extent to wb^ any firm can grow under

given conditions, independently of the limitation of the market.

But a doubt must remain how far the limitations which we do

find in experience have not been assumed away on the level of

abstraction on which we are now working.

Further consideration of this point would lead us too far

into the more arid regions of higher general theory
;
its relevance

to the theory of distribution is remote

(li.) iNCREASiNa Returns

The marginal product which measures the actual return

which a factor of production must get in a state of equilibrium,

is the addition which is made to the product of a firm when

a small unit is a^ded to the supply of the factor available to

that firm, when thq organisation of the firm is adjusted to iM
new supply (so that it is usedm the most economical way), but

when the rest of the organisation of industry, including the

general system of prices, remains unchanged. Now there is no

' “The Laws of Returns under Competitive Conditiom” {Econ, Jour ^

1926).
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reason why this increment should be the same as the increment

of production which would accrue if the additional unit were

made available to the whole of industry, and the whole organi-

sation of industry, including the general price-system, were

adjusted to the new supply.

If all the firms were operating in accordance with Wick-

steed’s law, under conditions of ‘'constant cost”; and if we

leave out of account the fact that the allocation of the increase

in TosouTCCs to one firm only would mean an uneconomic dis-

tribution of production; then there can be no question that

these two “marginal products” would be equal. But in fact an

iiicroaso m the supply of one factor generally involves a com-

plicated redistribution of production between firms and

between industries, and in consequence of these changes it is

quite likely that the marginal product of a factor in the second

sense will be greater than the marginal product in the first

sense. The division of labour progresses as the supply of the

factors increases, and the advantages of the division of labour

are gained as much, or more, through an increase in specialisa-

tion between firms and between industries, as through an

increase m the si^e of firms.
^

Thus wc have to distinguish between the “private” marginal

product, which does, in equilibrium, equal the^gc of labour;

and the “social” marginal product, which results from an

increase in the supply of labour, when we suppose that increase

to have worked out its full effect. And in general it is safe to

assume that the latter will exceed the former.

This divergence has awkward consequences for the applica-

tion of the general marginal productivity theory. If we can

assume “constant returns” and a consequent equality of

“social” and “private” marginal products, it is possible to

deduce certain not uninteresting results about the efiect of

increases in the factors on the distribution of the product. But

in so far as we have to allow for increasing returnsj these re-

‘ Cf. Allyn Young, ‘Tnoreaamg Beturng and Kcouomie Progress” [Econ

Jour,, 1928), Shove, “Varying Coats and Marginal Net Products” {Econ,

Jour,, 1928),
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suits are surrounded by a margin of doubt. Yet it does not

seem probable that the divergence would be very great.

Nevertheless, the reader is asked to bear in mind that the

exact conclusions of the following pages depend for their strict

validity upon the assumption of ''constant returns” in the

Wicksteed-Wicksell sense; and thus upon the identity of

^'private” and "social” marginal products.^

(iii.) The Elasticity of Derived Demand

In examining the effects on Distribution of changes in the

supply of the factors of proc^ction, it is convenient to begin

with the special case of a change in the supply of a factor which

IS specialised to some particular purpose, and can only be used

in one industry. The problem which is then raised within that

industry is then simply a problem of the elasticity of derived

demand—the problem which was studied by Marshall in hia

well-known example of plasterers! wages. Marshall gave four

rules for the things on which the elasticity of derived demand
depends; and in their discussions of this matter, economists

have generally been content to use MarshalFs rules, without

making them the subject of any further investigation. These

rules are an excellent example of the convenience of the elasti-

city concept, in enabling essentially mathematical notions to

be used in formally non-mathematical arguments. But such

procedure, although convenient, is dangerous
;

it will enable

ur“to”pdcee3r more securely, if, instead of merely accepting

Marshall’s conclusions, we examine their mathematical founda-

tion.

Marshall himself no doubt derived his rules from mathe-

matics; Note XV. in the mathematical appendix to the Prm-

* Of the two rules about absolute and relative shares in the Dividend-

put forward in Chapter VI. and to whose consideration this discussion is

ultimately leading, it seems extremely improbable that tlio rule about
absolute shares could possibly bo affected by increasing return?. The rule

about relative shares, on the other hand, almost certainly must bo affected

to some extent, although it is unlikely that the difference would be very

serious unless it could be shown that an increase m one particular factor

would be much more likely to call forth a strong development of those ten-

dencies making for increasing returns than an increase m the othei.
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' ciples IS enough to assure us of that. But he docs not there give

I

the full mathematical derivation; he confines himself to a

p simplified case, that in which thej^ogortions of factors em-

pl^ed (tEe '^coefficients of producfioh”)’ ^remain *"constant.

A more extended enquiry, he assures us, would lead to “sub-

stantially the same results.'^ But we may as well see for our-

selves.

The four rules (in Professor Pigou’s more convenient

formulation) arc:

L “The demand for anything is likely to bo more clastic,

the more readily substitutes for that thing can bo obtained.*’

11. “The demand for anything is likely to be less elastic,

the less important is the part played by the cost of that tiling

lu the total cost of some other thing, iu the production of which

it IS employed.”

HI. “The demand for anything is likely to be more clastic,

the more elastic is the supply of co-opexant agents of pro-

duction.”

IV. “The demand for anytliing is likely to bo more clastic,

the more elastic is the demand for any further thing which it

contributes to produce.”^

We may now proceed to our mathematical enquiry.

A product is being made by the co-operation of two factors,

a and 6, which are remunerated according to the value of their

marginal products. Let x be the quantity of product (a; is

thus a function of a and 6), its price; and the prices of

the factors a and h respectively. If is the elasticity of

demand for the product, and e the elasticity of supply of &,

how is A, the elasticity of demand for a, determined ?

Wc have % —Tx—tPo — -t (marginal products).
<XX ^0

Also

dx

Vi,
X

v.

* Slarshall, Pnncipka, bk. v., ch. vi., Pjgou, Econonms of Welfare, bk. iv.,

eh. V.



APPENDIX ' 243

Since the tot«al expenditure of the firm equals total receipts,

= Pa^ + Puh.

This can also be written

<>x . . dX
X — (I 1- 0

da db

Since wc are assuming ‘'constant returns’* wo can treat this

last equation as an identity, and differentiate it partially with
respect to 6,

d-X
, J d^X

, dX= a —

~

4- 6 -f
dO dQdb db^ db

T ^ d^X

db' da)b
(
1 ).

Further, the total differential of a;,

7 J I 77
(lx ^ci 4" —j db

da db

pjx=pjai-p,,db . . . . (2).

Since the condition of equality of receipts and expenditure

must still be satisfied after we have made our small change in a,

pjlx -h xdpf - pja + adp^ + pt,db + bdp,,.

But from (2) this becomes

xdp, = adp^ +
And by the elasticity formulffij

= 'P^ -'Pj^
($)

rj X e
'

Now tlie change in b, which results from the change iu a as

independent variable,

By expansion and application of (1), this becomes

,71.
a
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Now write a and K = and simplify.
p,x

Mjb

Then
rj 0 I- K^e a'

Eliminating dx, da, dh between (2), (3) and (4), we get

X - a __ jc e + a

rj - X 1 - K ^

e + rj

^
+ g) + /ce(7] - a

)

rj + e - K{7]-a)

This gives ns a valne for the elasticity of demand for a, in

terms of rj, e, h, and cr/

These are in fact the font Marshallian variables, e, '>]

correspond to the rules (II), (III), and (IV) quoted above, g is

a suitable measure for (I); it is the “elasticity of substitution”.

T •

Its principal component, gives the rate of change of the

marginal product of one factor for a change in the other factor.

K infinite, a ~ o, and there is no substitution possible at

all; the coefficients of production are strictly proportional. If

—
j

== 0
,

cr is infinite, the factors are perfectly rival or their

use is indifferent. If we had a third factor, or more, then

might be negative, and the factors would be rival m the more

ordinary sense of the term; an increase in one would dimmish

the marginal product of the other. But with only two factors,

and under the assumption that there can be no “diminishing

returns” to all the factors together, this is impossible.

But although is thus to some extent a test of the

amount of substitution possible, it is not a suitable measure of

^ When <7=0, this reduces to Marshall’s formula {Pnncipl^^i Mathe-
matical Appendix, Note XV.).
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the “elasticity of substitution”. Eor its magnitude depends on

the units in which sc, a, and h are measured. Just as we have to

multiply ^ by Mn order to get the elasticity of demand, so

we must multiply by a further factor in order to get the

» » » 'P “CD 4 I

elasticity of substitution. is a suitable multiplier. But I

PaPi,

have taken the reciprocal of this expression, in order to have

a measure increasing with the facility of substitution,

PaPuSince <jr could also have been written

Px"^-
dadhaadh

in this latter form.

So far we have only shown that the elasticity of derived

demand depends upon MarshalFs four variables. We have still

to examine how it moves with the four variables—i.e., to test

the rules*

Taking the formula for A, and differentiating it partially

by each in turn of the four variables on which it depends, we

get:

- = (1 - a:) X a square.(1)
da

(
2
)

(
3

)

(
4

)

A
dK

dX

de

= (7]
- a) {rj e) {e + a) X SL square*

= /c (1 - a:) X a square.

dJ]

— a: X a square

The first, third, and fourth of these expressions are always

positive. The first, third, and fourth rules are universally true.

But the second rule is not universally true. Even if we concern

ourselves only with cases where e is positive {rj and a must be

positive) the second rule is only true so long so long

as the elasticity of demand for the final product is greater than
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the elasticity of substitution. Of course, in the usual cases

taken for illustration of this rule, the condition for its validity

is fulfilled. It is supposed that the demand for the product is

fairly elastic, while substitution is difficult. But if technical

change is easy, while the product has an inelastic demand, the

rule works the other way. Fox example, a factor may find it

easier to benefit itself by a restriction in supply if it plays a

large part in the process of production than if it plays a small

part. It is ^important to be unimportanC^ only when the consumer

can substitute more easily than the entrepreneur. Farther even

if but if the difference is small, the importance of this

second rule will be negligible.

(iv.) The Distribution oe the National Dividend

The last part of our enquiry—^the application of these re«

suits to the wider problem discussed in Chapter VI.—now

presents little difficulty. We are now concerned no longer with

the money demand for a factor of production engaged in the

making of a particular product, but with the real demand for

a general group of factors of the traditional kind 'fiabour” or

‘^capital”, To this we can still apply our formula, but in a con-

siderably siinplifi.ed form. Since the total product of a closed

community does not need to be sold outside that community,

we can write p^ = 1, and rj =t infinity. The elasticity of de-

mand for one of these groups of factors is therefore given by

the following formula, derived from the formula of the last

section;

« a + fce

From this formula^ the second and third of the rules given

above in Chapter VI. can be directly derived.

^ It tnay bo interesting to illustrate the significance of this formula by
an arithmetical example. If we suppose ^=1, the elasticity of supply of

the factors to be zero, and the dividend to be divided between labour and
capital lU the proportions of 75 per cent, to 25 per cent., then the elasticity

of demand for labour (measured in terms of real goods) will be 4; and the

elasticity of demand for capital
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For

1K,{^ -I- g)

I

da\ X ) X

Tlie rules are therefore valid so long as X is positive; that is

to say, in practically every conceivable case, (It was shown

above on p. 98, footnote, that e may always be taken to bo

greater than ^ 1).

It only remains for us now to make a few remarks on the

reason which led Dr. Dalton'- to arrive at a conclusion so

difiereiit from that which is evidently to be derived from the

last of the above formulaj. Dr. Dalton constructed a formula

giving a test for the conditions under which an increase m a

would increase its relative share. In our notation, his formula

is }p> f It is evident that this formula is correct, so long

as e can he neglected. Ho then proceeded to apply to this

formula estimates fox the elasticities of demand for labour and

capital—estimates derived from Marshalhs rules, but not from

any formula, He thus naturally overlooked the precise way in

wbeh X increases with k. The larger « is, the higher is the

obstacle that has to be jumped before a factor can increase its

relative share; but since the jumper increases m strength at

exactly the same rate, the obstacle is irrelevant. The condition

for increased relative share depends on o, and on g alone.

* Spe above, p. 1'9,






